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Statement of Questions Presented 

The questions presented are: 

1. Should an Order entered in a proceeding under Sec¬ 
tion 15(b) of the Securities Exchange Act of 1934, as 
amended (hereinafter referred to as the “Act”), 1 by the 
Securities and Exchange Commission (hereinafter referred 
to as the “Commission”), revoking the registrations of 
R. H. Johnson & Company (hereinafter referred to as 
the “Firm”) and of R. H. Johnson & Company, Inc. 
(hereinafter referred to as the “Corporation”), as brokers 
and dealers and finding Rupert H. Johnson (hereinafter 
referred to as “Johnson”) to be a cause of such revoca¬ 
tion within the meaning of Section 15A(b)(4) of the Act 2 
be held unlawful and set aside on the grounds that s^id 
Order and certain of the material findings and conclusions 
upon which it purports to be based, are arbitrary, capri¬ 
cious, an abuse of discretion, or otherwise not in accord¬ 
ance with law, in excess of statutory authority or limita¬ 
tion, without due observance of procedures required bv 
law, and unsupported by substantial evidence. 

2. Whether pursuant to Section 25 of the Act 3 the 
matter should be remanded to the Commission so that 
additional evidence may be adduced upon the question 
whether such revocations of registration are in the public 
interest. 

■ 

1 Appendix, pp. II, III 

2 Appendix, pp. IV-VI 
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3 Appendix, pp. VI, VII 
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R. H. Johnson and Company, et al. t 

Petitioners, 

v. ; 

Securities and.Exchange Commission, 

Respondent. 


PETITION TO REVIEW ORDER OF SECURITIES 
AND EXCHANGE COMMISSION 


Jurisdictional Statement 

By order dated November 28, 1952 (thereafter from 
time to time amended) the Commission pursuant to Sec¬ 
tion 15(b) of the Act 1 commenced proceedings to deter¬ 
mine whether, the Firm, Corporation, Johnson, and other 
individual parties, violated Section 17(a) of the Securities 
Act of 1933 2 , and Sections 10(b) 3 and 15(c)(1) 4 of the 
Act and Commission Rules X-10B-5 3 and X-15C1-2 6 
thereunder; whether to revoke the registration as broker- 
dealers of the Firm and Corporation and whether within 

| 

1 Appendix, pp. II, III 

2 Appendix, p. I 

3 Ibid. 

4 Appendix, pp. Ill, IV 

5 Appendix, pp. VIII, IX 

6 Appendix, p. IX 
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the meaning of Section 15A(b)(4) of the Act 1 2 Johnson 
and the remaining individual parties were causes of such 
revocation. 


A Hearing Examiner designated by the Commission 
heard the matter on 23 separate days. On February 1, 
1955, the Hearing Examiner rendered his Recommended 
Decision. The matter was argued orally before the Com¬ 
mission on June 23, 1955 and on November 16, 1955, the 
Commission rendered its Findings and Opinion, together 
with the Order, to which the Petition herein is addressed. 


The Petition herein was served upon the Commission 
on November 18, 1955, and jurisdiction is vested in this 
Court pursuant to Section 25 of the Act." The petitioners 
are persons aggrieved by the Commission’s Order within 
the meaning of Section 25 of the Act. 


Statement of the Case 


(a) Commission’s Order for Proceedings 


The order for proceedings before the Commission dated 
November 28, 1952, as amended, alleges that between Jan¬ 
uary 1, 1943 and December 18, 1952, Owen H. Woods, 
John J. Quinn, Sidney S. Lewis, and Caswell Sharpe, were 
employed as salesmen by the Firm; that Arthur Davis 
Noble and J. Herbert Remington were employed as Branch 
Office Managers by the Firm; that the Firm and the named 
salesmen solicited, and Johnson, Noble and Remington 
caused them to solicit, customers to purchase and sell se¬ 
curities upon their recommendation by inducing said cus¬ 
tomers to impose full trust and confidence in the said 
salesmen and Johnson, Noble and Remington, and that 


1 Appendix, pp. IV-VI 

2 Appendix, pp. VI, VII 
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1. Contrary to such representations and the best in¬ 
terests of such customers and in violation of their 
trust and confidence, registrant, Johnson & Co., 
Johnson, Woods, Quinn, Lewis, Sharpe, Noble, and 
Remington, for their own gain and benefit, induced 
and intended to induce such customers to engage 
in, and registrant effected for and with such cus¬ 
tomers, transactions of purchase and sale in such 
securities pursuant to their recommendations which 
were excessive in size and frequency in the light 
of the character of such customers’ accounts. : 

2. Contrary to such representations and the best in¬ 
terests of such customers and in violation of their 
trust and confidence, registrant purchased, and 
Johnson, Woods, Quinn, Lewis, Sharpe, Noble and 
Remington caused registrant to purchase, certain 
securities from, and registrant sold, and John¬ 
son, Woods, Quinn, Lewis, Sharpe, Noble and Rem¬ 
ington caused registrant to sell, certain securities 
to such customers without disclosing to such cus¬ 
tomers the nature and extent of registrant’s ad¬ 
verse interest in such transactions, and registrant 
thereby obtained secret profits. 

I 

At the hearings before the Hearing Examiner evidence 
pertaining to such charges was adduced concerning the 
accounts of Muriel and Philip Bourne, Pasquale Vitag- 
liano, Lillian Jones, Archibald McLaughlin, Erwin Ferry 
and Alice Ferry, and Sarah P. Eaves and Dorothy Eaves, 
all customers of the Firm. 

(b) Parties 

Johnson has engaged in the securities business for 33 
years and has operated this business for 28 years; he is 
the principal partner of the Firm and principal stock¬ 
holder of the Corporation. The Firm, R. H. Johnson $ 




Company, is a partnership organized in 1935, as successor 
to a corporation through which Johnson engaged in the 
securities business since 1927. It was registered as a 
broker-dealer on January 1,1936. During the period under 
review, the status of the Firm and its partners was pre¬ 
scribed by a co-partnership agreement dated February 
2, 1942 by and between Johnson, John D. Freeman, Roland 
H. Boardman, A. L. Pennock, Smith, George A. Dewey, 
Jr., T. Reid Rankin, Andrew R. Cicerale and Lester W. 
Pett, Jr. At present, the partnership consists solely of 
Johnson and Dewey, Resident Manager of the Troy, New 
York sales office. The remaining parties to the agree¬ 
ment resigned from the co-partnership on the following 
dates: 


Cicerale 

12/ 8/45 

Freeman 

4/ 7/49 

Boardman 

4/ 7/49 

Smith 

9/ 1/49 

Rankin 

11/ 3/49 

Pett, Jr. 

4/10/52 


The Corporation, R. H. Johnson & Company, Inc., was 
organized in 1952 under the Laws of New York. It was 
registered as a broker-dealer on June 27,1952. Since then, 
Johnson has been President and a Director. For more 
than two years last past the Corporation did no business 
with the public. It was made a party to this proceeding 
only because of Johnson’s interest. 

(c) Method of Operation and Means of 
Supervision of the Firm. 

During the period under review, the Firm maintained 
its principal office in New York City, branch offices in 
Boston and Philadelphia, and as many as 12 sales offices 
including one in Providence, Rhode Island; at times it 
employed in excess of 100 salesmen (Johnson Exhibit 18, 
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p. 344),* and had as many as 20,000 accounts of which 
more than 5,000 were actively engaged in the trading of 
securities (139, Stipulation “B”). 

Of the accounts concerning which evidence was intro¬ 
duced, the following did business through the Boston 
branch office and were served by the salesmen indicated: 


Account 

Salesman 

Muriel & Philly Bourne 

Woods 

Pasquale Vitagliano 

Woods 

Lillian Jones 

Woods 

Mrs. Sarah P. Eaves and 


Miss Dorothy Eaves 

Sharpe 


Archibald McLaughlin transacted business with salesman 
Quinn through the Providence sales office. Irwin and 
Alice Ferry transacted business with salesman Lewis 
through the New York office of the Firm. 

The New York office was and still is the principal office 
of the Firm and the resident office of Johnson. The perma¬ 
nent records of the Firm are maintained there (154). The 
trading department of this office executed orders sub¬ 
mitted by salesmen employed in New York, New* Jersey 
and parts of Pennsylvania. The Boston office, until De¬ 
cember 1953, executed all trades derived from salesmen 
operating out of this branch office, and the Providence 
sales office (300, 648). By direct teletype, details of every 
Boston trade were transmitted on a daily basis to New 
York and there entered upon the Firm’s permanent 
records. A confirmation of each transaction, including 
those executed by the Boston branch office, was then pre¬ 
pared in New York and a copy thereof mailed directly to 
the customer. A duplicate confirmation was sent to the 
branch office involved, if any. Promptly upon request, the 

* Page references unless otherwise indicated refer to the trans¬ 
cript of the hearings. 



New York office furnished the customer or any branch 
office, with a transcript of the customer’s account (106; 
303-304; 523-525; 816-817). 

From 1940 to October 1949, the partner Rankin, who 
was-in daily attendance at the New York office (299), was 
responsible for supervising activities of salesmen (1350), 
the trading section of that office (29S-301, 448) and trades 
executed in Boston and reported to New York by teletype 
(461-464). Problems arising in the course of such supervi¬ 
sion were discussed with Johnson (447) and when any 
question of possible impropriety arose, it was reported to 
Johnson who took appropriate action (452-454). Rankin 
never had reason to complain about the manner of operat¬ 
ing the New York trading department (452). It was his 
opinion that this aspect of the Firm’s activities was con¬ 
ducted in a manner no different than that of other “over- 
the-counter” firms (453). 

When Rankin resigned from the partnership in October, 
1949, his supervisory functions were assumed by the part¬ 
ner Pott (1356) and performed by him until about January, 
1951. During this period, Pett carefully checked for the 
possibility of over-trading, excessive mark-ups or commis¬ 
sions, or other impropriety (1362-1364). 

About January, 1951, Donald Baker was appointed 
“Compliance Inspector” for the Firm (174S) and had the 
following responsibility which applied with equal force to 
the operation of the Firm conducted through the New 
York office and the branch and local sales offices (1754). 
It was his duty, which he scrupulously and diligently per¬ 
formed, daily to check each and every trade (1744; 1748- 
1749) as to mark-up, commission, over-trading and other 
possible acts of impropriety, and to insure that full dis¬ 
closure as to the details of each transaction was made to 
the customer (1749, 1762-1774). 
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About May, 1951, the Firm caused to be prepared, by 
outside counsel, a Code of Operations (Johnson Exhibit 
4), setting forth in detail the highest standards of pro¬ 
fessional ethics. It distributed this to all partners and 
employees of the Firm, with directions that they famil¬ 
iarize themselves with its contents, and with the admoni¬ 
tion that they comply strictly with the rules therein 
contained (761 : 767: 769 and 1758). It was Baker’s added 
responsibility to insure strict observance of the provisions 
of the Code (1742-1748). 

i 

Baker testified that while he acted as “Compliance 
Inspector”, he scrutinized every transaction (1764) and 
he described his extraordinary efforts to eliminate any 
possibility of over-trading (1749-1751) or improper profits. 
He testified that whenever he suspected any impropriety 
and informed Johnson of his suspicions, appropriate re¬ 
medial action was taken (1759); that as to certain active 
accounts Johnson imposed a required six-months’ holding 
period and forbade resales within that period, without his 
express approval (1765); and Johnson permitted no trad¬ 
ing at all in certain accounts which he felt may have been 
too heavily traded. j 

Baker performed these functions until about January, 
1953, when such duties and responsibilities were assumed 
by another person (1757). 

During the period under review, Firm profits were 
strictly subject to limitations which were observed in all 
cases except for good and sufficient reason (354, 480-481). 
The “spread” on principal transactions was limited to a 
total of 5% on the purchase and resale (480), and usugllv 
the Firm made no profit and imposed no charge on the 
resale of securities originally purchased by the customer 
from the Firm (489, 492). A 5% maximum applied to 
agency commissions, which in the case of listed securities, 
included the exchange commission (1761). In fact, how- 
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ever, the commissions and profits in most cases were 
substantially less than the permissible maximum (1761- 
1762). The Firm’s Boston office was opened in 1939. 
Freeman and Boardman, former co-managers of the se¬ 
curities firm of Burr & Co., of Boston, "were retained as 
co-managers of that office. In 1941 they joined the partner¬ 
ship of Johnson & Co., and continued as partners until 
March, 1949, when they left Johnson & Co. to form a new 
firm. 

During the entire period under review all trades in 
Boston accounts were executed by the Boston office trading 
departments. A trading ticket was prepared, setting forth 
all of the pertinent details of the transaction. On the 
same day this information was transmitted by teletype 
to New York to be entered upon the permanent records of 
the Firm, and a copy of the teletype message was retained 
in the Boston office (524; 535: 642; 66S). The New York 
office promptly prepared confirmations of such transac¬ 
tions, and mailed duplicate copies to the customer and the 
Boston office (106; 115; 116). Thus, the Boston office re¬ 
tained or received three separate writings evidencing the 
details of each trade: the trading ticket, the teletype re¬ 
port and the confirmation together with the daily trading 
blotter. While Freeman and Boardman were with the 
Firm, it was the practice for the Boston office to maintain 
a so-called customer’s “holding card” (Fxh. 113) for each 
customer and to enter thereon as to each transaction its 
date, the name and number of shares traded, and the price 
at which the trade was executed. Commencing in 1946, the 
office also maintained a so-called “cage card” (Exh. 114) 
for each account, containing information sufficient to deter¬ 
mine the status and activity of the account. Upon request, 
the New York office promptly provided the Boston office 
with transcripts of customers’ accounts (532-533 ; 556-557; 
569; 598-600; 640). 
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When the Boston office was opened, Freeman and 
Boardman made arrangements for conducting business and 
among other things introduced and maintained a book¬ 
keeping and record system which they felt would best 
enable them to supervise salesmen and the general busi¬ 
ness activities of the Boston office and insure the highest 
standards of conduct (1396-1397; 1433; 1435-1436; 1465- 
1466; 1481; 1503). They were fully aware that as to ; the 
Boston branch office, it was their responsibility in the first 
instance to guard against “over-trading”, excessive profits 
and any other improper practices or irregularities, and 
they continued to exercise such responsibility. One of 
them, at least, was always present in the Boston office; 
made a daily review as to the details of each trade exe¬ 
cuted by the Boston office. They held weekly sales meet¬ 
ings and had other discussions with personnel in the office 
relating to investment problems as well as professional 
conduct; they constantly cautioned against over-trading, 
excessive profits, and other impropriety or irregularity; 
they “policed” customers’ accounts; they observed and 
analyzed the conduct of salesmen to guard against over¬ 
trading or other misconduct; and they took other pre¬ 
cautionary measures to see that the business of the Boston 
office was in all respects conducted in a proper manner 
(1405; 1411; 1418; 1421; 1424; 1432-1435; 1444-1447; 1449; 
14S3-14S4; 1502; 1503; 1519-1520; 1529). 

i 

Other employees of the Boston office were directed and 
instructed to report to Boardman or Freeman any sus¬ 
picion of impropriety on the part of salesmen (554; 1418; 
1441-1442). | 

Although Johnson frequently visited the Boston office 
for sales meetings and spoke with Freeman and Boardman 
and other personnel of the Boston office, and otherwise met 
with Freeman about every two or three weeks to discuss 
the affairs of this branch office, it appears that Boardman 


or Freeman reported to Johnson only two suspected in¬ 
stances of over-trading. Boardman testified that Johnson 
immediately discharged one of the salesmen involved and 
that the other died soon after the matter was reported to 
Johnson (1510-1524). 

Freeman and Boardman repeatedly instructed salesmen 
as to the significance of the terms “principal” and 
“agent” as applied to security brokers and dealers, and 
directed that they explain these terms to their customers 
so that they would be fully informed as to the meaning 
thereof (1529). It was an absolute requirement of the 
Firm that, prior to the execution of any transaction on a 
principal basis, the customer definitely understood that 
the trade would be effected by the Firm as principal and 
comprehended the profit that would result to the Firm 
(602; 613-615). 

The Boston ofiice also established maximum standards 
of permissible “spreads” or commissions. Profits or com¬ 
missions exceeding such rates were permitted only in un¬ 
usual circumstances. Thus, the “spread” or commission 
was limited to 5%, except that with respect to higher priced 
securities the limit was 2 1 / 4 points. The maximum commis¬ 
sion allowed with respect to listed securities was one-half 
the exchange commission. It was intended that these limi¬ 
tations include the Firm profit or commission on both the 
purchase and resale. It was established at the hearing that 
most of the business conducted through the Boston office 
resulted in gross profits or commissions substantially less 
than the maximum referred to above (522; 603; 747-748). 

On the departure of Freeman and Boardman in April, 
1949, Arthur Davis Noble and one Larmondra were re¬ 
tained as co-managers of the Boston office. Larmondra 
terminated his employment in August, 1950 and Noble re¬ 
mained on as sole manager until about January, 1951 (709; 
797; 1897). While Noble remained with the Firm, the 
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Boston office had approximately 1,000 active accounts and 
as many as twenty-five to thirty salesmen (1900; 1924). 
Before he was employed by the Firm, Noble was made 
fully aware of his supervisory responsibility with respect 
to the activities of the Boston branch office, and was specifi¬ 
cally advised that any sale transacted by the Boston office 
would be subject to his approval, evidenced by his written 
endorsement on a copy of the memorandum of such sale 
and that each such memorandum so endorsed was to be 
retained as a part of the pennanent records of the Firm. 
Noble purported to discharge these responsibilities to the 
best of his ability (1901; 1917; 1970-1974). 

* i 

In general, the office practices and procedures under 
Noble’s regime were the same as those introduced by Free¬ 
man and Boardman. The same records were maintained as 
before, except that customers’ holding cards (Exh. 113) 
were no longer kept up to date, although records contain¬ 
ing the same information was kept current and available 
(cf. Testimony of Perham, Rich and Conroy). Noble was 
present in the Boston office almost constantly during busi¬ 
ness hours; he visited the Providence office about twice a 
month and had regular discussions and meetings with 
Remington, the Providence manager. He closely super¬ 
vised sales, trading, and administrative activities;! he 
scrupulously checked for over-trading, excessive commis¬ 
sions and profits, or other evidence of impropriety; he 
made daily examinations of each transaction in the Boston 
office (673; 709; 1916-1918; 1932-1933; 1937; 1939; 1970- 
1972; 1975; 1983; 1987-1989). j 

While Noble was employed there, Johnson visited the 
Boston office about once a month, and spoke to Noble 
frequently on the phone. He also visited the Providence 
office about once a month, and conferred with Remington. 
As manager of the Providence sales office, Remington 
supervised customers’ accounts. To some extent, Noble 
relied upon Remington’s supervisory functions in the 
Providence office (1223-1224; 1939; 1948-1949). 


On Noble’s departure, Owen Woods became manager of 
the Boston office. Shortly thereafter, the Providence office 
was closed. While W'oods remained as manager, there 
were no more than six salesmen operating out of the Boston 
branch office. W’oods was in the office until noon of each 
day and made daily examinations of each trade executed by 
the Boston office, to insure that it complied with the rules 
governing the operations of the Boston office. In general, 
the same practice and procedures theretofore in effect con¬ 
tinued while Woods was manager of the Boston office (cf. 
testimony of Shea and Touhey). 

About the time that Woods became manager of the 
Boston office, Baker was appointed “Compliance Inspector” 
for the Firm. The activities of the Boston office came under 
his direct supervision in New r York. Each trade executed 
in Boston was reviewed daily by Baker in New York to 
obviate any possibility of over-trading, excessive spreads 
or commissions, or other impropriety. In December, 1953, 
the Firm closed its branch office in Boston. 

(d) Joint Account of Sarah P. and 
Dorothy Eaves 

This account was maintained with the Firm’s Boston 
office from about May 21, 1943, to about May 3, 1949. Be¬ 
fore 1949, Sarah and Dorothy Eaves had maintained in¬ 
dividual accounts with the Firm, as to which the Com¬ 
mission chose to offer no evidence. The accounts w^ere 
served by the salesman Sharpe, under the supervision of 
Freeman and Johnson. Miss Eaves is a high school 
graduate and completed two years of finishing school in 
New York (S25). During the period from 1931 to 1944 
Miss Eaves was variously employed in a secretarial 
capacity at the Massachusetts General Hospital, in a 
secretarial and administrative capacity at a summer camp, 
as a minister’s assistant, as secretary to the Dean at 


Andover-Newton Theological School, and as secretary to 
the Registrar of LaSalle Junior College (829-831). 

Sarah and Dorothy Eaves had apparently made sub¬ 
stantial investments in securities before meeting Sharpe in 
about May, 1942. At that time, Miss Eaves told Sharpe 
that the Eaves’ securities portfolio had once been worth 
$100,000, and was then worth approximately $37,000 (1816). 
While Mrs. Eaves and her daughter first met Sharpe in or 
about 1941 or 1942 (832), they did not place any orders 
with him for about a month and until they had “in¬ 
vestigated” Mr. Sharpe and his then employer (838-839). 

At the very outset, and many times thereafter, Sarah and 
Dorothy Eaves told Sharpe that they wanted to increase 
the rate of return on their investments (849) and Mass 
Eaves admitted that she “wanted all the money I could 
get” (925-928; 1851-1852). Commencing in or about 1945, 
when Mrs. Eaves became seriously ill and their need for 
money became acute, the Eaves pressed for an ever greater 
return on their holdings (927; 951; 1841; 1850-1851). At 
this point Sharpe told them of the risks involved in an in¬ 
vestment program designed to secure greater than average 
return. Nevertheless, they persisted in their purpose 
(1850-1852). 

At the commencement of his relationship with Sarah and 
Dorothy Eaves, and often thereafter, Sharpe explained; to 
them the meaning of the terms “principal” and “agent” 
as applied to brokers-dealers, and that on most purchase 
transactions the Firm would act as principal. He explained 
that whether the Firm was dealing as principal or agent 
in a particular transaction would be shown in confirmations 
sent to them by the Firm; that the “mark-up” on principal 
transactions would be limited to 5% of the purchase price. 
The amount of the mark-up and the reasons therefor were 
discussed by Sharpe with Mrs. and Miss Eaves many times 
(1845-1847). Despite her obvious animus toward Sharpe 
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and the Firm, Miss Eaves finally admitted that Sharpe 
‘‘might have” made such explanations (957). 

Sharpe was never given any power of attorney or dis¬ 
cretionary authority with respect to this account (1802; 
1849) nor did Sarah or Dorothy Eaves ever repose in him 
full trust and confidence or act upon his recommendations 
without question, independent consideration and full knowl¬ 
edge of the transactions (925). Indeed, before each trans¬ 
action, it was fully discussed between Sharpe and Sarah 
and Dorothy Eaves (851-S52; 1843; 1847). No transaction 
was ever concluded for this account until -Mrs. and Miss 
Eaves had independently considered and approved it 
(1802; 1848). To assist Sarah and Dorothy Eaves in arriv¬ 
ing at an informed judgment, Sharpe supplied them with 
written data pertaining to the securities in question, includ¬ 
ing Standard & Poor reports, articles prepared by the 
Firm’s statistician or relevant articles from other statisti¬ 
cal services (S52; 1847-1848). At times, Dorothy and 
Sarah Eaves differed sharply with Sharpe’s recommenda¬ 
tions (1843). On occasion, they suggested transactions in 
securities other than those recommended by Sharpe (1812). 
Dorothy and Sarah Eaves were also fully apprised of any 
and all losses sustained on transactions effected for their 
accounts (1853-1856). They promptly received confirma¬ 
tion of each transaction and their securities were not re¬ 
tained in “safe-keeping” by the Firm. In addition to the 
admitted original lack of trust which characterized 
Dorothy Eaves’ attitude toward Sharpe (873), during the 
course of this relationship and much prior to the termina¬ 
tion thereof in 1949, Dorothy Eaves overtly demonstrated 
that she did not repose in him full trust and confidence. 
Thus, as a result of losses sustained on trades effected for 
the account, commencing in 1946, Dorothy Eaves wanted to 
replace Sharpe, and commencing in or about 1947, “ques¬ 
tioned Mr. Sharpe about a great many things” because 
of “suspicions” she had about his intentions and pur¬ 
poses (900-902 ; 907). 


15 


Miss Eaves testified that before February, 1949,; she 
discussed her account with a Mr. Chase, of R. L. Day & 
Co., and another man whom she claimed to know intimately 
(S93-894; 900-901; 1843-1844), but whose identity she re¬ 
fused to disclose (894). By reason of Miss Eaves’ re¬ 
fusal to answer questions pertaining to this unnamed per¬ 
son and to make available certain written books and mem¬ 
oranda pertaining to this account (as more particularly 
discussed, infra, pp. 63, et seq .) petitioners were denied any 
opportunity to learn the extent to which Dorothy Eaves 
had sought and relied upon outside counsel and advice 
concerning her investments (933-935). It must be pre¬ 
sumed that this unnamed person had substantial knowl¬ 
edge and familiarity with this account, because he dis¬ 
cussed it with representatives of the Business Conduct 
Committee of the N. A. S. D. (935) on behalf of Dorothy 
and Sarah Eaves. 


Although Miss Eaves attempted to create the impres¬ 
sion that she was unsophisticated in investment matters, 
she in fact demonstrated an acute awareness of the na¬ 
ture and substance of the transactions effected in the 

i 

account and showed a familiarity with and understanding 
of investment terminology characteristic of the informed, 
experienced investor (883; S91; 899; 923; 924). 

Miss Eaves’ demeanor at the hearing demonstrated 
that her testimony is largely unworthy of belief and should 
have been closely scrutinized by the Commission rather 
than blindly accepted. She admitted hostility and preju¬ 
dice toward Sharpe and Johnson (893; 897; 906). Cross- 
examination established that she had wilfully testified 
falsely, and made statements inconsistent with her prior 
sworn testimony as to material matters (872 cf. 877; 906 
cf. 907; 947 ef. 948; 952 cf. 953; 953 cf. 954). 


With unaccustomed frankness, she stated under oath 
that she was “not responsible for every word I sav to- 
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day”, and admitted that in the summer of 1949 she had 
suffered a severe “nervous breakdown.” 

From May 27, 1943 to April 22, 1947, Mrs. and Miss 
Eaves invested $69,083.71 for securities in their joint ac¬ 
count. This sum included cash, the proceeds of securi¬ 
ties previously acquired, and the proceeds of a loan in the 
sum of $5,219.62 which Mrs. Eaves authorized—with a 
full and complete understanding of the facts—in order 
to take down a commitment in “when—issued” securities 
(1824-1826). The average investment in the joint account 
for the full period under consideration, excluding the bank 
loan proceeds was $49,006.77. The joint account realized 
a gross profit of $22,728.87 from purchases and sales ef¬ 
fected during the period under review and sustained a 
total gross loss of $30,S08.20. During the same period, 
however, the account also received dividends totaling 
$23,779.04. The account thus received the following re¬ 
turn on investments during the said period: 

Gains on Purchases and Sales.. 22,728.87 
Losses. 30,S0S.2O 


Net Loss on Purchase and Sales. $ 8,079.33 

Dividends . 23,779.04 

Net Return. $15,699.71 

The sum of $15,699.71 represents a return on investments 
of slightly in excess of 5% per annum. 

Since purchases in the account during the 70-month 
period totalled $522,059.72, the average investment of 
$49,006.77 was invested and reinvested 10.6 times or an 
average of only 1.8 times per year. The following table 
indicates the turn-over of investment by calendar years: 
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Year 

Total 

Purchases 

Average 

Investment 

Turnover 

1943 1 

$ 5S,050.4S 

$23,469.90 

2.47 times 

1944 

92,678.95 

39,555.07 

2.35 “1 

1945 

182,209.02 

55,882.11 

3.29 “ 

1946 

112,065.57 

68,470.85 

1.99 

1947 

26,463.18 

52,470.85 

.83 u 

194S 

47,546.77 

46,819.87 

.82 “ 

1949 2 

3,045.75 

44,216.02 

.05 “1 


1 8 calendar months 

2 2 calendar months 

The foregoing table demonstrates that except in 1945 
the rate of turn-over never exceeded 2.5 times per year. 
In the single year when activity exceeded 2.5 times per 
year, the account realized net profits from the purchase 
and sale of securities, exclusive of dividends and interest, 
of $10,514.81 or more than 20% of the average invest¬ 
ment. 

| 

The testimony of Miss Eaves established beyond doubt 
that she was well aware of and approved the activity in 
the account and the re-commitments in securities de¬ 
ferred to by the Commission, and that these matters were 
all the subject of thorough prior discussion and considera¬ 
tion (862; 866). 

(e) Joint Account of Pasquale Vitagliano and 
Annie Vitagliano 

I 

This account was opened with the Boston office of the 
Firm on January 13, 1950 and was still maintained with 
the Firm at the conclusion of the period under review. 
The account w-as served by the salesman Woods who w-as 
directly supervised by Noble, the manager of the Boston 
branch office, until in or about January 1, 1951, and, 


i 
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thereafter, by Baker as “Compliance Inspector”. It was 
Vitagliano’s custom to pay for securities in currency 
and, on occasion, such cash payments amounted to 
$2,000.00 (1965). It was Noble’s opinion as a result of 
having met Vitagliano on numerous occasions that he 
had a “source of income which was not particularly evi¬ 
dent or obvious” (1958). 

In about December, 1949, Vitagliano told a friend that 
he had a substantial sum of money on deposit in banks 
which he felt was not producing sufficient return and said 
that he wanted to invest the money in assets which would 
produce a greater return. The friend referred him to 
Woods (976-977). About a month after his first meeting 
with Woods, Vitagliano placed orders with him (976). 
The relationship between Woods and Mr. and Mrs. 
Vitagliano Avas never more than impersonal and business¬ 
like, although Woods occasionally took food at the 
Vitagliano home. He Avas never entertained by, nor did 
he entertain, Mr. and Mrs. Vitagliano, nor did they visit 
together socially or exchange gifts of any kind (1029). 
Woods was never given any power of attorney or discre¬ 
tionary authority with respect to this account. 

Vitagliano originally told Woods that he wanted to in¬ 
vest in securities that offered a return of “something like, 
say, ten, twelve percent” (978). Although Woods recom¬ 
mended the first few purchases, with few exceptions the 
remaining investments, including certain recommitments, 
were selected by Vitagliano and did not result from any 
recommendation or suggestion by Woods (983; 984; 9S6; 
1055). While Vitagliano discussed each transaction with 
Woods before placing an order, he did not follow Woods’ 
suggestions, and sometimes rejected recommendations 
made by Woods. In fact, Vitagliano ordered purchases 
of certain high dividend-paving securities, although 
Woods tried to discourage them (981-983; 1059). 
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Although it appears that Vitagliano finally invested all of 
his accumulated savings in securities, it is clear that this 
was Vitagliano’s personal decision, neither induced nor 
encouraged by Woods, and that Vitagliano deliberately 
concealed from Woods the extent of his financial circum¬ 
stances (1046-1047). ; 

Promptly after the execution of each transaction, 
Vitagliano received by mail a confirmation setting forth 
its details (982). He carefully examined all confirmations 
to determine the “markup” or commission charged (1033- 
1034). Significantly, except for the first 14 purchase 
transactions, and 2 later purchases and 1 sale, all transac¬ 
tions in this account were executed on an agency basis, so 
that the confirmation clearly indicated the exact amount of 
commission resulting to the Firm. It is evident that 
Vitagliano was fully aware in each instance of the “mark¬ 
up” or commission resulting to the Firm. 

i 

Vitagliano relied upon many independent sources of 
information in deciding on purchases and sales of se¬ 
curities, including market quotations and other business 
and financial information appearing in newspapers (983; 
1049; 1051); annual reports and other data supplied by 
companies (1049); written recommendations of other 
broker-dealer firms (1067); and in the case of Western 
Union Company, Vitagliano made personal inquiry of 
company officials (105S). In connection with the handling 
of his account, Vitagliano visited the offices of the Firm 
“rather more frequently than most customers of the 
Firm” (1963). It is apparent that Vitagliano did hot 
repose full trust and confidence in Woods, but relied upon 
his own independent judgment. j 

Although Vitagliano testified that there was a point 
when transactions were effected in the account without his 
prior knowledge or consent, he further stated that when 
this came to his attention he did not discuss the matter 
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with Woods but “I wanted to see just what was what, 
for how long it would happen. Probably it could be 
something good in my behalf” (1004-1005). Vitagliano 
admitted that he never complained to any of Woods’ 
superiors about these allegedly unauthorized transactions 
(1015). 

In his capacity of branch manager, Noble was familiar 
with this account and he never thought that it was unduly 
active (1959). Significantly, the Commission concluded 
that “his (Noble’s) supervision was adequate under the 
circumstances.” Noble testified that in about the summer 
of 1950 he called the account to Johnson’s attention and 
raised questions concerning the amount invested and the 
lack of diversification (1960). He further testified that 
Johnson then talked with Woods about the account and 
specifically directed Noble to “watch it”, and that John¬ 
son spoke to Woods and Noble about the account at least 
once a week. On August 4, 1951, Johnson telegraphed 
Vitagliano asking to meet with him in Boston. Vitagliano 
failed to honor this request, nor did he communicate with 
Johnson (1016-1017). In these circumstances it is dif¬ 
ficult to understand how Johnson or the Firm can be 
charged with responsibility for Vitagliano’s assumed but 
unexpressed grievances. 

From January 13, 1950 to May 7, 1951, Vitagliano in¬ 
vested $90,519.84 to purchase securities in the joint ac¬ 
count. This sum included cash deposits in the amount of 
$41,82S.36, proceeds of loans secured by securities, total¬ 
ling $48,641.48 and, a single dividend of $50.00 which 
was paid into the account and not withdrawn. The 
average investment in the account during the twenty- 
seven calendar months under review, excluding proceeds 
of bank loans, was $37,107.61. Since purchases by the ac¬ 
count during the same period totalled $413,904.32, the 
average investment was invested and reinvested 11.1 times, 
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during the said period, or an average of 4.9 annually. The 
following show the turnover of the average investment for 
each of the years under review: 


Year 

Total 

Purchases 

Average 

Investment 

Turnover 

1950 

$272,152.99 

$32,145.27 

( times) 

8.4 

1951 

127,061.34 

44,846.87 

2.8 

1952 

14,689.99 

25,999.90 

0.5 


This demonstrates that the activity in the account re¬ 
sulted from Vitagliano’s own independent, informed judg¬ 
ment and discretion and was not the responsibility of the 
Firm or of Woods. i 

i 

i 

i 

i 

(f) Account of Lillian 1. Jones 

This account was opened with the Boston office of the 
Firm on June 2, 1949 and was maintained with the firih at 
the conclusion of the period under review, which ended 
May 31, 1952. 

Miss Jones was a high school graduate and worked as a 
secretary until her retirement in about 1938 (1095). Be¬ 
fore 1946, she had made some security investments, and 
during 1938 she inherited $100,000. Thereupon, she made 
substantial investments (1096). From 1946 to 1949, she 
invested approximately $50,000 of her inheritance through 
a representative of the firm of DuPont-Homsey, of Boston 
(1097), entirely in over-the-counter securities. Although 
the investments were recommended to her by a salesman, 
she received additional investment advice as a subscriber 
to the Babson Investment Service (1098). Prior to her 
meeting with Woods in June, 1949, Miss Jones sustained 
losses of about $15,000 (1105). She had determined to 
discontinue her relationship with DuPont-Homsey. 
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About June, 1949, Miss Jones in response to a newspaper 
advertisement, wrote to the Firm requesting advice con¬ 
cerning a certain security (1100). Shortly thereafter, 
Woods called upon Miss Jones and solicited her business 
for the Firm (1101). Miss Jones deliberated for some time 
and obtained a report of an investigating service as to the 
reputation of Johnson and Woods (1101). After receiving 
this report and after a further visit from Woods, Miss 
Jones began to transact business with Woods. It appears 
that the relationship vras always impersonal and business¬ 
like. They never entertained each other, visited together 
socially or exchanged gifts of any kind. Woods never 
received any power of attorney or discretionary authority. 

When the account was opened, Miss Jones told Woods of 
her losses (1104-1105), and stated that she preferred sell¬ 
ing the over-the-counter securities she owned and reinvest¬ 
ing primarily, though not exclusively, in listed securities, 
and diversifying her portfolio, rather than having “so 
many of one type” (1103-1107; 1127; 1134). She wanted 
securities which “would be likely to be an advance in price” 
in order to recoup her losses (1128). 

From the beginning, Woods explained to Miss Jones the 
commissions and profits the firm would make as a result of 
her business; that “it was more than the regular New York 
Stock Exchange commission”; and that he and the firm 
would share equally in such profits and commissions (1112- 
1113). He explained to her the meaning of the terms 
“principal and agent” as applied to broker-dealers. Miss 
Jones was well aware that the firm made profits in the 
form of commission on agency transactions and “spreads” 
on principal transactions. She checked the commissions 
shown on agency confirmations and the “spreads” shown 
in principal transactions. In some cases, she made an in¬ 
dependent check (1130-1131). 

Although Miss Jones respected Woods’ Judgment, with 
the one or two isolated exceptions referred to below, trades 
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were only made with her express prior consent and au¬ 
thorization, and after she had discussed and considered 
them (1108-1119). It is plain that she did not follow 
Woods’ recommendations without question and did not re¬ 
pose full trust and confidence in him. Thus, during; the 
period under review she sought independent investment 
advice as a subscriber to Babson Investment Service and 
Standard & Poor’s (1121, 1122; 1134); occasionally, she 
selected securities independently of the recommendations 
of Woods (1108) and questioned the amount of commis¬ 
sions imposed (1119); she also consulted Noble as to the 
size of her margin account (1123). 

Promptly after the execution of each transaction, Miss 
Jones received a confirmation giving the details of j the 
transaction which she carefully examined (1111). 

Miss Jones recalls, in 1950, Woods caused a purchase of 
425 shares of Chicago, Rock Island and Pacific to be made 
for Miss Jones’ account although she “did not approve of 
having so many shares” (1115). She did not recall any 
other occasion when Woods acted without her prior ex¬ 
press approval or consent (1119). She discussed this 
matter with Noble (1123-1125), and as a result Noble gave 
specific orders not to execute any transaction for Miss 
Jones’ account without having first obtained her express 
approval (1125). Noble informed Johnson of this con¬ 
versation and satisfied him that appropriate corrective 
measures had been taken (1953). 

Although Miss Jones financed the purchase of securi¬ 
ties by way of margin account and bank loans, she frankly 
admitted that this was in part, at least, her own idea 
( 1111 ). 

The average investment in this account during the 
thirty-six months period under review was $31,162.23. 
Therefore, since purchases by the account during that 
period totaled $247,001.07, the average investment was in- 
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vested and reinvested 7.6 times, or an average of 2.5 times 
per year. The following table shows the “turnover” of 
the average investment for each of the years under re¬ 
view: 


Calendar 

Total 

Average 

Turnover 

Year 

Purchases 

Investment 

(times) 

1949* 

$ 73,973.15 

$15,845.57 

4.6 

1950 

130,273.62 

29,788.61 

4.4 

1951 

35,262.63 

37,069.09 

.9 

1952** 

7,491.67 

48,925.77 

.1 


* 7 calendar months 

** 5 calendar months 

The account realized a gross profit of $20,858.41 from 
the purchase and sale of securities and sustained a loss of 
$3,959.42, with a gross profit of $16,898.99. During the 
same period the account earned dividends totaling 
$16,702.50. Thus the account earned the following return 
on investment during the said period: 

Net Gains. $16,898.99 

Dividends . 16,702.50 

$33,601.49 

Thus, during the three year period under review Miss 
Jones’ net earned profits, including dividends and interest, 
exceeding the amount of her average investment. 

(g) Joint Account of Muriel E. and 
Philip Bourne 

This account was opened with the Boston office of the 
Firm on July 8, 1949 and continued to be maintained at 
the end of the period under review. The account was 
served by the salesman Woods and directly supervised 
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by Noble until about January 1, 1951, and thereafter by 
Baker “as compliance inspector .’’ 

Mrs. Bourne, who handled the account for herself and 
her husband, was a high school graduate; she had been 
employed as a secretary to a physician and, for twenty 
years had been Postmistress at Leverett, Massachusetts. 
She owned a general store and gas station. She! had 
bought and sold securities since 1942, through two other 
firms, long before doing business with the Firm. 

Mr. and Mrs. Bourne first met Woods in July 1949. 
Their relationship was never more than impersonal and 
businesslike. During the entire period that the Firm had 
this account Woods did not visit the Bourne home more 

i 

than 3 or 4 times (1253); almost all of their business was 
transacted and discussed by telephone or by mail (1253). 
Woods was never given any power of attorney or discre¬ 
tionary authority with respect to this account. 

When the account was opened Woods explained toj Mr. 
and Mrs. Bourne the meaning of the terms “principal” 
and “agent” as applied to broker dealers and informed 
them that some of the business would be done by the Firm 
on a principal basis. He further discussed with them 
the profits that would result to the Firm from such trans¬ 
actions (1267-1269). Mrs. Bourne further testified that 
Woods “probably told me what he would make on a deal” 
(1269). 

Promptly after the execution of each transaction Mr. 
and Mrs. Bourne received a written confirmation thereof 
(1254). ! 

At her first meeting with Woods, Mrs. Bourne told him 
that she wanted to “make money” and that she wanted to 
sell her present holdings (1249-1250). These were sold 
at her own recommendation, “to make some money” 
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(1254). Nevertheless, such liquidation was not completed 
until more than a year after the account was opened with 
the Firm. 

In about 1950 the account became a margin account but 
it is clear that this was not the result of any recommenda¬ 
tion or advice of Woods. Mrs. Bourne stated unequivocally 
that this was the “idea’’ of herself and her husband 
(1256; 1273-1274), and that she was aware of the risk and 
consequences of buying stocks on margin (1266; 1284- 
1285). 

Although Mrs. Bourne respected Woods’ judgment, no 
trades were made without her express consent and au¬ 
thorization, obtained only after she had discussed each 
trade with him (1255). 

While Mrs. Bourne testified that she has no complaint 
about the manner in which Woods handled this account 
(1245; 1293; 1304), it is clear that she did not follow 
his recommendations without question or repose full trust 
and confidence in him. She questioned him occasionally 
about suggestions that she sell securities which he had 
shortly before recommended that she buy (1263); withheld 
from him knowledge as to her property other than that 
invested in the account (1270; 1285); followed the market 
quotations in the newspapers and read other financial 
articles (1277); and made herself fully aware of the risks 
involved in her investment program (12S4). 

That Mrs. Bourne holds only herself responsible for the 
activity, results and state of her account, is evident from 
her testimony that “perhaps we tried to get rich quick or 
we thought we would” (1304). 

The average investment in the account during the thirty- 
five months under review was $6,801.63. Since purchases 
in the account during that period totalled $58,253.97, the 
average investment was invested and reinvested 8.5 times 
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or an average of less than three times per year. The fol¬ 
lowing table shows the “turnover ’ 1 for each of the years 
under review: 



Total 

Year 

Purchases 

1949* 

$ 4,416.3S 

1950 

46,698.07 

1951 

None 

1952 

7,139.52 


Average \ 

Investment Turnover 

$2,923.26 1.5 times 

6,451.68 7.2 times 

8,645.88 None 
7,869.67 0.9 times 


* Six calendar months 


The account realized a gross profit of $1,864.39 from 
purchase and sale of securities and sustained a gross loss 
of $1,486.59 with a resultant gross profit of $377.80. Dur¬ 
ing the same period the account received dividends total¬ 
ling $2,991.50. Thus the account received the following 
gross return on investment: 

i 

Gains . $ 377.80 

Dividends . 2,991.50 


$3,369.30 

(h) Joint Account of Archibald C. and 
Margaret A. McLaughlin 

This account was maintained with the Providence office 
of the Firm from November 19, 1949 to January 31, 1951. 
It was served by the salesman, Quinn, under the super¬ 
vision of Remington, as Manager of the Providence sales 
office, and of Noble, as Manager of the Boston office. Quinn 
was never given any power of attorney or discretionary 
authority. Quinn never visited socially with the Mc¬ 
Laughlins nor did they entertain each other. Their rela¬ 
tionship was never more than impersonal and businesslike. 
Mr. McLaughlin is a grammar school graduate, attended 
Rhode Island School of Design at night for five years and 
was employed as a steamfitter (1138). 
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Before 1947 Quinn, who was employed as a salesman by 
another broker-dealer firm, transacted business for a sister 
of Mr. McLaughlin who died during the last year men¬ 
tioned (1138-1139). Mr. McLaughlin inherited certain of 
his deceased sister’s securities but did not receive them 
until February 1950 (1946). Shortly after the death of 
the sister, Quinn called upon McLaughlin, and explained 
to him his former business relationship with the deceased 
sister and his familiarity with her portfolio; he suggested 
that if McLaughlin engaged in any further trading he do 
so through Quinn (1140). 

In May, 1949, Quinn entered the employ of the Firm and 
continued to call upon McLaughlin. Some time before 
October, 1949, McLaughlin told Quinn that he wanted his 
inheritance to be “invested in securities bringing a basis 
much better than average investment qualities yet which 
at the same time provide a reasonable return and offer 
some degree of promise so far as long-term appreciation 
possibilities are concerned.” They agreed that Quinn 
would have the Firm make an analysis of the portfolio 
and render a written report outlining an investment pro¬ 
gram. Noble prepared the report on October 25, 1949, and 
mailed it to McLaughlin (Ex. 126; 1143; 1145; 1946-1947). 
Although the report suggested the sale of the inherited 
securities and the purchase of other securities, it was not 
until about four months later that Mr. McLaughlin ac¬ 
quired control of the securities constituting his inheritance 
(1150). Nevertheless, McLaughlin purchased the recom¬ 
mended securities and used assets other than his inheri¬ 
tance to pay for them (1147). From 1947 until the 1949 
transactions referred to below, McLaughlin did not do any 
business through Quinn. After receiving the report and 
before doing any business with the Firm, McLaughlin 
carefully read, considered and discussed its contents 
(1186-1188). 
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In February 1950, McLaughlin received the inherited 
securities and authorized their sale and the reinvestment 
of the proceeds in shares of Franklin Custodian Flinds, 
Inc. 


McLaughlin was fully advised that the Firm would make 
a gross profit of about 5% on transactions effected through 
it (1179). 


Although McLaughlin respected Quinn’s judgment, it is 
apparent that he did not follow his recommendations with¬ 
out question, and that each transaction resulted from the 
exercise of his independent informed judgment (1170- 
1171). In exercising such judgment, McLaughlin consulted 
and relied upon written statistical data furnished him by 
Quinn, newspaper quotations and other printed material 
pertaining to business and financial matters (1173; 1182; 
1194-1197). i 


In February 1950, McLaughlin invested about $25,000.00 
in shares of Franklin Custodian Funds, Inc. Before the 
certificates were delivered to him, he received a prospectus 
which he read carefully and professed to understand 
thoroughly (1188-1193). 

I 

Promptly after the execution of each transaction, Mc¬ 
Laughlin received by mail a confirmation giving details 
(1174). In May 1950, Mr. and Mrs. McLaughlin began 
financing the purchasing of securities by bank loans; It 
is clear beyond dispute that this was motivated by their 
own desire to make greater profits (1160-1161; 1210). 


The handling of this account was closely supervised by 
Remington, then Sales Manager of the Providence Sales 
Office, and by Noble. At least twice, Remington discussed 
the account with McLaughlin, in person, and many times 
they discussed it by telephone (1170-1173; 1200; 1201). 
Remington also participated in the discussions with Mc¬ 
Laughlin about the loan transactions (1161). McLaughlin 
testified that it appeared to him that Remington was very 
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well informed as to the status of the account (1201) and 
knew just as much about his account as Quinn did (1202). 
Noble testified that he had conversations with Quinn and 
Remington about the activity in the account and about his 
question whether the “mark-up” had been fully explained 
to the customer (194S). Both Remington and Quinn told 
Noble that McLaughlin had been “contacted” before each 
order; that Mr. McLaughlin subscribed to the Wall Street 
Journal; that he subscribed to Standard & Poor’s Corpora¬ 
tion investment advisory services; that he was fully aware 
of the transactions taking place in his account and that 
they were all done with his knowledge and approval; and 
that he had complete knowledge as to the “mark-up” being 
imposed (1949). Noble also discussed the activity in the 
account with Johnson and assured him that overall it 
showed a good profit, without suggesting that any remedial 
action was appropriate (1950). 

In January 1951, Quinn left the Firm taking this ac¬ 
count with him. McLaughlin said he had no complaint 
against Quinn (1206). The record is replete with evidence 
that McLaughlin was always aware of the status of his 
account and the nature and extent of the transactions had 
therein. 

The average investment in the account during the 
fifteen months under review was $32,925.92, exclusive of 
bank loans. Therefore, since purchases in the account 
during that period totalled $124,558.51, the average in¬ 
vestment was turned over 3.8 times or an average of three 
times per year. The following table shows the turnover of 
the average account: 


Year 

Total Purchases 

Average 

Investment 

Turnover 
(times ) 

1949* 

$ 12,550.19 

$11,162.69 

1.1 

1950 

106,205.82 

35,501.66 

3.0 

1951** 

5,802.50 

45,543.91 

0.1 


* Two calendar months 
** Less than one calendar month 
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The account realized a gross profit of $5,137.78 from the 
purchase and sale of securities and sustained a gross loss 
of $1,271.07 with resultant gross profit of $3,866.71. The 
account received dividends totalling $5,525.79. Thus the 
account received the following return on investment dur¬ 
ing said period: 

Gains . $3,866.71 

Dividends . 5,525.79 

_______—__ 

$9,392.50 

i 

(i) Accounts of Ervin S. Ferry and 
Alice Ferry 



The Ferry accounts, the first of which was opened with 
the Firm on or about April 5, 1947, were served by the 
salesman Lewis then employed in the New York office. 
Professor Ferry had served for 30 years in the Physics 
Department of Purdue University (364) and, at retirement 
■was the head of the Department (366). In that capacity 
he had performed certain administrative functions includ¬ 
ing supervision of budgetary and personnel problems of 
the Department (410-411). Alice Ferry was a graduate of 
Barnard College and taught Greek and French in the New 
York City School System (366; 409). 

Before meeting Lewis in 1943, Professor Ferry had in¬ 
vested in securities for about 30 years (413). Lewis has 
been in the securities business for about 20 years (1551) 
and had specialized in real estate securities (1551-1553). 
From 1940 to 1947, Lewis had his own securities business, 
specializing in real estate securities (1555-1556). Lewis 
met the Ferrys in 1943 (368-369) and from shortly there¬ 
after continuously until he entered the employ of the Firm 
in 1947, he transacted business for Professor and Alice 
Ferry (370-371). He continued to handle their business 
until he left the Firm in January 1951. 


* 
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At the very outset and many times thereafter, Lewis 
explained to the Ferrys the meaning of the terms “prin¬ 
cipal and agent” as used in broker-dealer transactions 
(368; 393; 416; 1560). The confirmations which Lewis 
used in his own business, and which were regularly sent 
to his customers, including the Ferrys defined these terms 
with unusual clarity. On the front of such confirmations 
appeared the legend “See reverse side for explanation of 
the terms ‘Dealer (principal)’ and ‘broker (agent)’ ”, and 
on the reverse side thereof appeared a detailed lucid defini¬ 
tion of both terms (1561-1562; Johnson & Co. Exs. 1 and 
2; Exs. 137A and 137B). 

Professor Ferry proved to be thoroughly aware of the 
meaning of these terms (393-395). 

Lewis never had any power of attorney or discretionary 
authority with respect to these accounts, nor did he ever 
transact any trades for the accounts without the prior 
express written approval of Professor and Alice Ferry 
(3S0-3S1; 1613; 1620). 

Promptly upon the execution of each transaction Pro¬ 
fessor and Alice Ferry received by mail a confirmation 
setting forth its details (382). They then signed a duplicate 
copy of the confirmation, which was retained by Lewis. 
These signed confirmations clearly evidence their approval 
of every transaction (414-416). 

All transactions were the result of the Ferrys’ inde¬ 
pendently exercised informed judgment and discretion. No 
security w^as ever traded in any of these accounts without 
prior discussion between Lewis and the Ferrys (403-404; 
427; 619-620). No purchases w'ere ever made for these ac¬ 
counts unless and until the Ferrys had received from Lewis 
statistical data pertaining to the security in question w'hich 
they carefully considered (1620). 

To assist the Ferrys in exercising such judgment and 
discretion, Lewis supplied relevant reports of Fitch or 
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Standard & Poor (422). They also relied upon animal 
reports and financial statements of the companies involved 
(423). Professor Ferry frankly admitted that in au¬ 
thorizing transactions in securities he exercised his inde¬ 
pendent judgment and discretion and rejected some of the 
recommendations made by Mr. Lewis (1604-1605). It is 
' apparent that some of the transactions originated without 
any recommendation from Lewis (1603-1605). 

Before ordering the purchase or sale of securities 
Professor and Alice Ferry discussed the price with Lewis 
and on occasion questioned him as to the amount of profit 
or commission to be derived from the transaction by Lewis 
and the Firm (389-390). 

! 

The record is replete with evidence that Professor and 
Alice Ferry were informed intelligent investors, at all 
times well aware of the status of their accounts and the 
nature and extent of the transactions had therein. 

The average investment in the joint accounts during the 
45 calendar months under review was $36,034.31. Since 
, purchases for the account during the period under review 
totalled $280,728.39, the average investment was invested 
and reinvested 7.8 times or an average of twice per year. 
The following table shows the “turnover’’ of the average 
investment by calendar years during the period under re¬ 
view : i 


Year 

Total 

Purchases 

Average 

Investment 

Turnover 

1947* 

$100,715.38 

$31,730.31 

3.2 times 

1948 

33,333.74 

39,441.83 

0.8 “! 

1949 

67,504.77 

36,3S4.65 

1.9 “ 

1950 

79,174.50 

35,504.47 

2.2 “ 


* Nine calendar months 

i 

The following table represents the gains, losses, and 
dividends in the account during the period under review: 



Gains on the purchase and sale 

of securities. $ 4,216.48 

Loss on the purchase and sale 
of securities. 13,162.97 

Net Loss on the Purchase and sale of 

Securities . $(S,962.49) 

Dividends and interest . 10,412.22 

Net Return on Investment . $ 1,449.73 

Professor Ferry at all times fully understood the extent 
and nature of all trading losses (372; 376; 395; 400 ; 410; 
417; 418). 

Before opening accounts with the Firm and while deal¬ 
ing with Lewis before he joined the Firm, the Ferrys had 
invested in real estate securities (430). During the 15- 
month period commencing on or about April 8, 1948, they 
bought in the accounts under review, in 137 transactions at 
a total cost of $21,933.74, 12 bonds, 799 shares of common 
stock and 917 “units” of common and preferred stock of 
New York City real estate corporations, whose securities 
were not widely traded. The purchases were usually in 
very small amounts. Thus, of said 127 transactions, 66 
were of less than $100 each; 37 transactions were between 
$100 and $200 each; 16 transactions were bet-ween $200 and 
$500 each; 6 were between $500 and $1,000 each; and only 
2 were in excess of $1,000 each. 

All of such securities were taken into inventory by the 
Firm under the following conditions and sold to the Ferrys 
on a principal basis: Working from stockholder lists of 
the real estate corporations, Lewis solicited the owmers of 
the securities and offered to buy their stock for the Firm 
(1574). As a result of such solicitation, the Firm succeeded 
in purchasing, in separate transactions, at a cost, in almost 
all cases, of less than $100 each, quantities of such 
securities. Such activities were conducted with the ap¬ 
proval and under the supervision of responsible personnel 
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of the Firm’s trading department (1567-1570). The trading 
tickets show, and Lewis’s testimony establishes, that in 
each case the person from whom such securities were pur¬ 
chased had never before dealt with the Firm (1574; 1621). 

Plainly, the expenses necessarily incurred by the Firm in 
acquiring these “special” securities were far greater than 
in any normal everday purchase. These securities were 
held in inventory by the Firm and there is no evidence that 
the price to the customer exceeded the market value of 
such securities at the time of sale. In many cases the 
gross profit to the Firm was less than the minimum com¬ 
mission which many dealers normally impose. In these 
circumstances the “spread” on real estate transactions in 
the Ferry accounts cannot be deemed to be unreasonable. 

The Ferrys were always aware of the nature, extent and 
frequency of these transactions in real estate securities 
and of the financial results of such investments (383; 417- 
418). It is clear that these transactions resulted from: the 
independent exercise of judgment and discretion; of 
Professor and Alice Ferry, without any “urging” on ; the 
part of the salesman (417-418). 

j 

Subsequent to August 1949, the Ferrys began to invest 
in Franklin Custodian Funds, Inc. Such investments were 
suggested by, and the decision of, Professor and Alice 
Ferry, based upon their study and consideration of statis¬ 
tical data pertaining to such securities (1618; 1629). Be¬ 
fore any recommitment in these shares, the customers 
signed a written agreement authorizing the transaction 
(1628). 

The prospectus pertaining to the five issues of Franklin 
Custodian Funds, Inc. provided for a sales charge equi¬ 
valent to 8%% of the offering price, or 3% in case any por¬ 
tion of the proceeds from the sale or redemption of shares 
of the Fund were reinvested in shares of another series of 
said Fund. In the case of certain such transactions the full 
“load” of 8%, rather than the 3% rate, was applied. 


Lewis, however, testified unequivocally, that in each such 
instance Professor and Alice Ferry, respectively, in writ¬ 
ing, stipulated that: 

“I hereby agree to pay the full load instead of the 
3%, as contained on page so and so in the prospectus, 
which is my privilege.” (1642) 

Finally, the evidence is clear that Professor and Alice 
Ferry were fully aware of the activity reflected in these 
accounts and gave their full consent thereto (395; 400- 
401). 

(j) Hearing Examiner’s Recommended Decision 

The Hearing Examiner concluded that with respect to 
each of the six accounts involved the Firm and Corpora¬ 
tion wilfully violated Sec. 17(a) of the Securities Act 1 
and Sec. 10(b) of the Act 2 and Rule X-10B-5 3 there¬ 
under. He observed, however, that the circumstances of 
this case are such as 4 ‘ordinarily wrould w-eigh substantially 
against revocation but w'ould call for .a suspension of the 
broker-dealer involved.” He noted that under applicable 
law the Commission w*as without powrer to suspend. There¬ 
fore, although the Hearing Examiner felt compelled by 
reason of the foregoing to recommend revocation and that 
Johnson be found to be a “cause” of such revocation, he 
“recommended that the registrations of registrant and 
R. H. Johnson & Company, Inc., be revoked, but that they 
be permitted to register upon a showing that registrant 
has made a conscientious effort to provide supervisory 
procedures adequate to protect against future violations” 
(Comm. Dec. page 4). Significantly, the Hearing Exam¬ 
iner further observed that there vras “some evidence” 
that subsequent to the adoption by the Firm of a “Code 

1 Appendix, p. I 

2 Ibid. 

3 Appendix, pp. VIII, IX 
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of Operations’’ on February 26, 1951, “a turn for the bet¬ 
ter was slowly beginning to take place in the conduct 
of registrant’s business” (Recommended Decision p. 138). 

POINTS 

I 

_ i 

The Commission’s findings and conclusions that the ac¬ 
counts in question were overtraded and handled in a manner 
violative of applicable law and regulations are arbitrary 
and capricious, not in accordance with law, inconsistent with 
standards heretofore imposed by the Commission, and un¬ 
supported by substantial evidence or reasoned conclusions. 

I 

I I 

With respect to the accounts under review, the Firm 
made such disclosure to the respective customers as under 
applicable law and regulations it was required to make. 


Ill 


vio- 


The findings and conclusions that the Firm “wilfully” 
lated certain of the anti-fraud provisions of the Securities 
Act of 1933 and the Securities and Exchange Act of 1934 

j 

and rules issued pursuant thereto and that Johnson was a 
“cause” of revocation are arbitrary and capricious, not in 
accordance with law and unsupported by substantial evi¬ 
dence or reasoned conclusions. 


IV | 

The finding and conclusion that revocation of registra¬ 
tion of the Firm and Corporation is required in the public 
interest, is arbitrary, capricious, an abuse of discretion 
not in accordance with law, without observance of pro¬ 
cedure required by law and unsubstantiated by substantial 
evidence; and the order of revocation is in excess of statu¬ 
tory authority. 

V 

The Commission wrongfully refused to strike and with¬ 
out observance of procedure required by law, considered 
and relied upon the testimony of Dorothy Eaves. 
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Summary of Argument 

The evidence, considered as a whole, compels the con¬ 
clusion (a) that the accounts involved were trading ac¬ 
counts, and that in the circumstances and in the light of 
all heretofore established standards the accounts were 
not “over-traded”; (b) that such activity, as there was, 
in these accounts w^as the responsibility of the individual 
customers and that the salesmen and the Firm cannot be 
held accountable for the extent of such trading; (c) that 
the Firm made all disclosure required to be made by ap¬ 
plicable law and regulations; and (d) that the Firm and 
Johnson took all reasonable precautionary measures to 
provide adequate supervision to prevent any and all vio¬ 
lations of applicable law and regulations. In these cir¬ 
cumstances it was clear error for the Commission to find 
and conclude that the Firm wilfully violated applicable law 
or regulation, or that Johnson wras a cause of the order of 
revocation rendered by the Commission. 

In concluding that revocation was in the public interest, 
the Commission acted without observance of procedure 
required by law, in that it completely ignored clear and 
convincing evidence in the record tending to show that the 
public interest wrould not be served by revocation, and 
that the adoption of the 1951 Code of Operations tended 
to insure against a recurrence of the acts complained of. 
Instead, the Commission relied upon matter wholly outside 
the record, without affording petitioners the opportunity 
to present relevant and material evidence pertaining to 
this vital issue. 

It is apparent that the Commission considered and relied 
in large measure upon the highly prejudicial testimony of 
Dorothy Eaves, although petitioners wrere denied the op¬ 
portunity for fair and adequate cross-examination of this 
witness. This action by the Commission so taints its 
determination as to require, at the very least, that the 
matter be remanded to the Commission for reconsidera¬ 
tion. 


A 
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ARGUMENT 

I 

POINT I 

The Commission’s findings and conclusions that the 
accounts in question were over-traded and handled 
in a manner violative of applicable law and regula¬ 
tions axe arbitrary and capricious, not in accordance 
with law, inconsistent with standards heretofore im¬ 
posed by the Commission, and unsupported by sub¬ 
stantial evidence or reasoned conclusions. 

Section 17(a) of the Securities Act of 1933 1 and Secs. 
10(b) 2 and 15(c)(1) 3 of the Act in generalterms make it 
unlawful for any person in the offer or sale of securities 
“to employ any device, scheme or artifice to defraud” or 
“to engage in any transaction, practice, or course of busi¬ 
ness which operates or would operate as a fraud or deceit 
upon the purchaser” or “to effect any transaction in, or 
to induce the purchase or sale of, any security * * * by 
means of any manipulation, deceptive or other fradiilent 
device or contrivance” and authorize the Commission to 
prescribe rules and regulations defining such practices. 
Commission Rule X-10B-5 4 and Rule X-15C1-2 5 do; not 
otherwise define the practices condemned. Certainly, the 
extent to which trading activity may be interdicted by law 
is not found in these statutory provisions and regulations, 
but if at all ascertainable, must be derived from decisional 
authority. j 

“Excessive” trading cannot be determined in the ab¬ 
stract by a mere statistical analysis of the activity in a 
particular account; necessarily, it depends upon the cus- 


1 Appendix, p. I 

2 Ibid. 

3 Appendix, pp. Ill, IV 

4 Appendix, pp. VIII, IX 

5 Appendix, p. IX 


! 




40 


tomer’s wishes and inclinations, and in this respect it is 
beyond the authority of the Commission to substitute its 
wisdom and hindsight for the customer’s recklessness. 
Thus, in Matter of Walter S. Grubbs (Securities and Ex¬ 
change Act Release No. 4138, 28 S. E. C. 323, August 2, 
1948), involving a charge of excessive trading, the Com¬ 
mission observed: 

“Counsel for the Division of Trading and Exchanges 
have contended, and the hearing examiner has found, 
that Grubbs was under obligation to treat the account 
as an ‘ investment account ’. To give full weight to this 
view of the nature of the account would require us to 
suppose that Miss C was totally ignorant of what was 
transpiring in her account. Such a conclusion would 
be unwarranted in view’ of the large volume of transac¬ 
tions actually effected and the fact that she kept a 
record of every trade. Some turnover in her portfolio 
was undoubtedly consistent with a primary concern 
for income, e. g., an effort by Grubbs to secure better 
income yields in relation to the relative costs of her 
investments. But the substantial turnover program, 
involving numerous and substantial capital gains and 
losses, must have been apparent to her at least in 
its broad outlines. Therefore, the record requires the 
conclusion that the account was not merely an ‘invest¬ 
ment’ account, but that, at least in part, it might also 
be regarded as a trading account. Normally, a trad¬ 
ing account w’ould show greater activity than would be 
found in an ‘investment’ account.” 

The Commission has also held: 

“Of course a dealer cannot be held guilty of over¬ 
trading in an account w’here transactions are initiated 
by the csutomer. In that case the profit drain on the 
account is the responsibility of the customer and not 
the dealer. On the other hand, in order to determine a 
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dealer’s culpability for overtrading it is not necessary 
that we find him to have a discretionary power over 
the account in a formal sense. The heart of the in¬ 
quiry is not nomenclature or form but fact. Does the 
dealer occupy such a status with respect to the 'Cus¬ 
tomer that he may be held responsible for excessive 
trading in such customer’s account? * * * In the Matter 
of E. H. Rollins & Sons, Inc., Securities Exchange Act 
Release No. 3661, February 23, 1945.” 

The application of these principles in the Commission’s 
opinion in Matter of Thomson <£ McKinnon and Jack 
Karn (Securities and Exchange Act Release No. 4967, 
November 30, 1953), is peculiarly apposite to the instant 
case. There, the Commission dismissed proceedings 
brought to determine, among other things, whether the 
respondents were guilty of inducing excessive trading, in 
violation of Sec. 17(a) of the Securities Act of 1933 1 , Sec. 
10(b) of the Act 2 and Rule X-10B-5 3 thereunder. The 
trading involved was effected for a “Mr. B” in three 
accounts and for a “Mrs. L”. 

i 

Mr. B’s accounts were maintained from January 16, 
1946 to April 8, 1947. During that fifteen-month period 
the average daily investment was turned over twenty-five 
times. In Mrs. L’s account, which was maintained from 
April 16, 1948 to February 7, 1951, the average investment 
of about $8,071 was turned over approximately twenty-one 
times. Mr. B was a man of limited business experience 
who had never bought securities before 1945; the funds 
used to buy securities came from a judgment in his favor 
for personal injuries sustained by him; the registrant- 
respondent made available to Mr. B market literature, a 
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copy of a Stock Guide, various booklets and financial data 
including a weekly market bulletin prepared by registrant, 
and on occasion recommended transactions to Mr. B; and 
Mr. B spent much of his time at registrant’s office. 

Mrs. L had been in the restaurant business for six years 
with her husband, who died in 1947. He had been a cus¬ 
tomer of registrant and had opened an account for his wife 
in 1944. Mrs. L had known the respondent-salesman and 
his family for many years. In 1948, after her husband’s 
death, she opened a cash account with a deposit of $5,000 
which she later changed to a margin account “in order to 
buy more securities”. In 1948 Mrs. L asked respondent- 
salesman to buy and sell securities for her account while 
she was away on vacation. The salesman explained that 
he was not permitted to do this but recommended to her 
three persons, one of whom she might select as her at¬ 
torney-in-fact. Mrs. L designated one of these persons 
as her attorney-in-fact and that person executed transac¬ 
tions on her behalf through respondent. 

Upon the foregoing facts, the Commission determined 
that 

“respondents were not responsible for the activity 
in the customers’ accounts. As we have seen, Mr. B 
relied upon his own judgment in selecting securities 
for purchase and sale and Mrs. L also gave close at¬ 
tention to her transactions. While she received recom¬ 
mendations from Karn, she was responsible for the 
frequency of her transactions.” 

We must observe that any comparison of the facts in 
the instant case with those in the cases described, reveals 
the arbitrary quality of the Order under review. If those 
cases delineate any rationable standards, the decision here 
is nonsense. 
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Applicable statutory provisions and regulations must 
be strictly construed, since violations thereof may be 
punished as crimes, Sec. 32 of the Act. 1 

Wright v. Securities and Exchange Comm., 112 
F. 2d 89, 93, 94 (C. A. 2d 1940). 

Before the order under review can be sustained, the trans¬ 
actions condemned thereby must fall under the ban of some 
standard of conduct properly prescribed by the Commis¬ 
sion, and “the orderly functioning of the process of review 
requires that the grounds upon which the administrative 
agency acted be clearly disclosed and adequately sus¬ 
tained.” Securities and Exchange Comm. v. Chenery 
Corp. et at., 318 U. S. 80, 92, 94 (1943). 

“* * * [A] reviewing court, in dealing with a deter¬ 
mination or judgment -which an administrative agency 
alone is authorized to make, must judge the propriety 
of such action solely by the grounds invoked by the 
agency. If those grounds are inadequate or improper, 
the court is powerless to affirm the administrative ac¬ 
tion by substituting what it considers to be a more 
adequate or proper basis. To do so would propel the 
court into the domain which Congress has set aside ex¬ 
clusively for the administrative agency.” 

Securities and Exchange Comm. v. Chenery Corp. 
et at. (332 U. S. 194, 196 (1947)). 

It is also a requirement of law that an administrative 
order contain “an express finding of the ultimate fact upon 
which the organic statute requires the agency action to ibe 
predicated”; “express findings of the basic facts upon 
which the expressed ultimate fact must be supported,” 
Public Utilities Comm, of Conn. v. Federal Pouter Comm., 
205 F. 2d 116, 119 (C. A. 3d 1953); “as well as the reasons 
or basis’ 1 for the findings and conclusions. [Administrative 
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Procedure Act c. 324, §8(b), 60 .Stat. 242, U. S. C. A. 
Title 5, § 1007(b)] 1 Cf. State Corp. Comm, of Kan. v. 
Federal Power Comm, et al., 206 F. 2d 690, 722-723 
(C. A. Sth 1953); cert. den. 346 U. S. 922 (1954); reh. den. 
347 U. S. 1022 (1954), E. Brooke Matlack, Inc. v. United 
States et al., 119 F. Supp. 617, 621 (D. C. E. D. Pa. 1954). 

It is clearly tlie duty of the court reviewing an agency 
determination, under Sec. 10(e) of the Administrative Pro¬ 
cedure Act 2 , to set aside agency findings and conclusions 
which are not in accordance with law or are unsupported 
by substantial evidence; and in this respect the court is 
required to review’ the wiiole record and consider all evi¬ 
dence as an integrated whole and not just the evidence 
favoring only one side. Universal Camera Corp. v. Na¬ 
tional Labor Relations Board, 340 U. S. 474 (1951); Na¬ 
tional Labor Relations Board v. Hart Cotton Mills, Inc., 
190 F. 2d 964, 974-975 (C. A. 4th 1951); Willapoint Oysters, 
Inc. v. Ewing et al., 174 F. 2d 676 (C. A. 9th 1949); United 
States ex rel. Lindenau et al. v. Watkins, 73 F. Supp. 216 
(D. C. S. D. N. Y. 1947), rev’d. on other grounds, sub nom. 
United States ex rel. Paetau v. Watkins, 164 F. 2d 457 
(C. A. 2d 1947). 

In summary, “the goal to achieve in reviewing the vrhole 
record is to make ‘a rational inquiry into the truth’ for 
the purpose of judicially administering justice according 
to law.” Farmers Co-operative Co. v. National Labor Re¬ 
lations Board, 208 F. 2d 296 (C. A. Sth 1953). 

We respectfully submit that under such scrutiny as is 
prescribed by these authorities the Commission’s order and 
the findings and conclusions upon winch it is predicated 
cannot be sustained. 


1 Appendix, p. XITI 
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The Order is premised upon the unreasoned findings 
and conclusions that all of the customers involved were un¬ 
informed or inexperienced in securities matters, that they 
relied upon the recommendations of the salesmen, rather 
than upon their independent judgment and discretion ;j that 
the activity in these accounts "was the responsibility of the 
salesmen and not of the respective customers; that the ac¬ 
counts were “investment” accounts rather than “trading” 
accounts; and that, in the light of the nature of the ac¬ 
counts involved, the trading was execessive. ; 

A consideration of the evidence, as an integrated whole, 
however, compels the conclusion that these findings and 
conclusions ignored overwhelming evidence to the contrary. 

Miss Eaves is a well-educated person with substantial 
commercial experience. She and her mother had made 
substantial security investments prior to transacting any 
business through the Firm. These ladies were motivated 
by the desire to increase the return on their investments 
and to obtain ‘ ‘ all the money they could get. ’ ’ They never 
placed full or complete reliance upon the advice or recom¬ 
mendations of the salesman Sharpe, and on occasion dif¬ 
fered sharply with his recommendations and refused to act 
upon the same. They were fully and completely advised 
and informed as to the nature and extent of the trading 
in their account. 

While Pasquale Vitagliano appears to have had no prior 
investment experience, he made an extensive study of 
available business and financial information which he 
consulted in connection with his trading activities. It is 
clear that the activity in this account resulted from the 
personal determination on the part of Mr. Vitagliano to 
attempt to secure a return of “something like, say, ten, 
twelve percent”. Although the salesman, Woods, recom¬ 
mended the first few purchases in this account, with but 
few exceptions the remaining investments, including cer- 
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tain recommitments, were selected by Vitagliano independ¬ 
ently of any recommendation or suggestion by Woods. In 
fact, Vitagliano sometimes rejected Woods’ recommenda¬ 
tions. In the administration of this account, Vitagliano 
relied upon numerous independent sources of business and 
financial information and at least once made personal in¬ 
quiry of company officials to determine the advisability 
of investing and continuing his investment in securities of 
that company. Promptly after the execution of each trans¬ 
action, Vitagliano received confirmations setting forth the 
details of such transactions which he examined carefully. 

Miss Jones had already acquired substantial investment 
experience and knowledge before transacting any business 
wdth the Firm, or the Salesman Woods. She subscribed 
to, consulted and relied upon recognized investment serv¬ 
ices. She did not follow the salesman’s recommendations 
without question, and sometimes, selected securities inde¬ 
pendently of his recommendations. It is apparent that 
the activity in this account resulted from Miss Jones’ de¬ 
sire to recoup losses amounting to $15,000 suffered by her 
prior to the opening of her account with the Firm. 
Promptly after the execution of each transaction, she re¬ 
ceived by mail a confirmation setting forth the details 
thereof and proved to have an unusually complete aware¬ 
ness of the nature and extent of the activities effected in 
her account. 

Although Mrs. Bourne first opened an account with the 
Firm in 194$, it appears that she had bought and sold 
securities since 1942, and had dealt with two other broker- 
dealer firms and was a woman of substantial business ex¬ 
perience. The testimony of Mrs. Bourne convincingly 
establishes that she holds only herself responsible for the 
activitv, results and state of her account. Mrs. Bourne 
did not rely solely upon the advice and recommendations 
of the salesman Woods, but consulted market quotations 
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and other business and financial information available to 
her. Promptly after the execution of each transaction, 
the Bournes received confirmations of transactions effected 
in their account which they examined and considered. 

Mr. McLaughlin is a man of some educational achieve¬ 
ments and appeared to have acquired substantial business 
and financial acumen. No transactions were had in his 
account without his express prior consent and approval 
after he had independently exercised personal judgment 
and discretion. In exercising such judgment and discre¬ 
tion, Mr. McLaughlin relied upon written statistical data 
pertaining to securities under consideration by him and 
consulted and referred to market quotations and various 
business and financial publications. 

The Ferrys w T ere both college graduates and persons of 
extraordinary learning, and Professor Ferry had invested 
in securities for more than thirty years before his first 
meeting Lewis or doing business with the Firm. No trans¬ 
actions were ever effected in the Ferry account without 
their prior, express, written * approval and authorization, 
and only after they had exercised independent judgment 
and discretion relying upon pertinent business and financial 
statistical information. The Ferrys did not always follow 
the advice or recommendatons of Lewis and on occasion 
ordered trades independently of such recommendations. 
Promptly upon the execution of each transaction, Profes¬ 
sor and Alice Ferry received by mail confirmations setting 
forth the details of the transactions and they then signed 
duplicate copies of such confirmations, further evidencing 
their knowledge and approval of the transactions reflected. 

It is significant that except for Miss Eaves—whose tes¬ 
timony for reasons explained below must be disregarded, 
or given little w-eight—none of the customers involved has 
ever complained of the manner in 'which his account was 
handled. As shown by the table below, at least three of 
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the accounts involved enjoyed profits and income sub¬ 
stantially in excess of what may normally be considered a 
reasonable rate of return. 

Average invest- Profits Period 

merit (exclusive and under 

Account of bank loans) Income Review 


Jones. $32,162.23 $33,601.49 36 months 

Bourne. 6,801.63 3,369.30 15 months 


McLaughlin ... 32,925.92 9,392.50 35 months 

In the light of the foregoing, the conclusion is inescap¬ 
able that the customers rather than the salesmen were 
responsible for the trading activity in the respective ac¬ 
counts under review’ (Cf. Matter of E. H. Rollins & Sons, 
Inc., supra), and that the accounts involved were intended 
by the respective customers to be, and were in fact, trad¬ 
ing, rather than investment accounts (Cf. Matter of Walter 
S. Grubbs, sttpra). In the light of the earlier pronounce¬ 
ments of the Commission, it is submitted that the trading 
in the accounts under review’ wras not “ excessive/ ’ 

In none of the accounts under review was the average 
annual “turnover” more than 4.9 times per year. The 
following table lists the average for each account: 


Eaves . 1.8 (p. 48) 

Ferry . 2 (p. 65) 

Jones . 2.5 (p. S8) 

Bourne . 3 (p. 97) 


McLaughlin .. 3 (p. Ill) 

Vitagliano_ 4.9 (p. 126) 

(Cf. Thomson & McKinnon, supra). Nor does the Com¬ 
mission’s decision contain any reasoned conclusions tend¬ 
ing to show such rates of “turn over” to be excessive in 
the instant circumstances. 

The Commission’s attempt to distinguish the Thomson 
& McKinnon case (Comm. Dec. p. 20) cannot be sustained 
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on the facts, for as demonstrated above, the customers in 
this case were no less responsible for the trading activities 
in the accounts involved than were the customers whose 
accounts -were considered in the Thomson & McKinnon 
case. 

i 

i 

POINT II 

With respect to the accounts under review the Firm 
made such disclosure to the respective customers as 
under applicable law and regulation it was required to 
make. 

i 

In the absence of other facts, the mere relationship of 
securities dealer and customer is not that of agent-prin¬ 
cipal. “The fact is, of course, that a securities dealer, like 
other types of merchants, does not become an agent of a 
customer merely because he tries to sell merchandise which 
he does not own at the time.” (Securities Regulation, 1951 
Ed., Louis Loss, p. 868). Without such a trust relation¬ 
ship, a broker-dealer must make only such disclosure as is 
provided for in Rule X-15C1-4, 1 which requires written 
confirmation disclosing (1) whether he is acting as a 
broker for such customer, as a dealer for his owm account, 
as a broker for some other person, or as a broker for both 
such customer and some other person; and (2) in any case 
in which he is acting as a broker for such customer or for 
both such customer and some other person, either the name 
of the person from whom the security w T as purchased of to 
whom it w r as sold for such customer and the date and time 
when such transaction took place or the fact that such 
information will be furnished upon the request of such 
customer, and the source and amount of any commission 
or other remuneration received or to be received by him 
in connection with the transaction. 

The record here establishes that the Firm complied with 
the requirements of the rule. 
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The instant case must be distinguished from the decision 
and holding in Matter of Arleen W. Hughes (Securities 
Exchange Act Release Nos. 4048 and 4073 aff’d Hughes v. 
Securities and Exchange Comm., 85 App. D. C. 56, 174 F. 
2d 969 (C. A. D. C. 1949). There the registrant-respondent 
was held to have violated the anti-fraud provision of the 
Securities Act of 1933 and Securities and Exchange Act of 
1934 in failing to disclose to her clients the nature and ex¬ 
tent of her interest in transactions in customers’ accounts. 
But this decision was predicated upon the admitted fact 
that beside acting as broker-dealer, the registrant as¬ 
sumed the duties and responsibilities of, and agreed to act 
as, investment advised for her customers. It was held that 
from this further capacity there derived a fiduciary -rela¬ 
tionship which required the broker-dealer to make full and 
complete disclosure concerning each transaction. The Com¬ 
mission carefully observed that: 

“Our determination that registrant is a fiduciary 
with respect to her customers and is obligated to make 
the indicated disclosure does not stem merely from 
the fact that she renders investment advice, a common 
practice of over-the-counter firms generally. Our con¬ 
clusion rests on the fact that registrant has created a 
relationship of trust and confidence with her clients 
by holding herself out as performing confidential ad¬ 
visory services for a fee, and has represented that she 
would act solely in the best interests of her clients and 
that she would make only such recommendations as 
would serve their interests. And, in fact, the record 
clearly demonstrates that registrant’s clients reposed 
complete trust and confidence in her, as would be ex¬ 
pected, since they retained her for the express purpose 
of advising and counselling them. We emphasize that 
it is not intended that the disclosure requirements, 
which we have found applicable to registrant, be im¬ 
posed upon broker-dealers who render investment 
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advice merely as an incident to their broker-dealer 
activities unless they have by a course of conduct 
placed themselves vn a position of trust and confidence 
as to their customers .” (Release No. 4048, p. 12) 
(emphasis supplied) 

In the instant case, the Firm did not propose to render 
“confidential advisory services for a fee,” but rendered 
investment advice “merely as an incident to its broker- 
dealer activities,” and did not place itself in a position of 
trust and confidence with the customers whose accounts 
are here under review. 

t 

As we have shown in Point I above, each customer was 
encouraged to and did in fact exercise personal judgment 
and discretion concerning the transactions effected in his 
account. Except for an isolated transaction in the Lillian 
I. Jones account, and possibly in the Vitagliano account, 
no transactions were effected in these accounts without the 
express prior approval of the customer involved, after they 
had been fully informed of and had seriously considered 
the material facts of such proposed transactions. In no 
case did the salesmen involved hold any power of attorney 
or exercise any discretionary authority over the accounts. 
The salesmen did not induce the transactions, nor enjoy 
the full trust and confidence of such customers. Plainly, 
the holding in the Hughes case does not apply to the facts 
here. Indeed, the language of the Hughes case points up 
the arbitrariness and unreasonableness of the Order under 
review. 

i 

The Commission found the Firm delinquent in having 
failed to disclose the fact “that the commissions charged 
in the agency transactions in listing securities in the V 
[Vitagliano] and J [Jones] and B [Bourne] accounts were 
many times greater than they would have been had such 
transactions been handled directly by a member firm.” 
Nowhere in any rules or regulations promulgated by the 
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Commission, or in its prior determinations has any such 
requirement of disclosure been imposed, even though it is 
well-known that over-the-counter firms generally charge 
higher commissions than member firms. Certainly, it is 
unfair, unreasonable and abusive to single out petitioners 
for severe and drastic punishment for engaging in a prac¬ 
tice never condemned by the Commission, or even criti¬ 
cized—a practice universally followed by over-the-counter 
firms. But the evidence is clear and undisputed that Vi- 
tagliano was fully aware in each instance of the mark-up 
or commission inuring to the Firm; that Miss Jones had 
been informed by Woods that the commissions and profits 
resulting to the Firm as a result of her business “was 
more than the regular New York Stock Exchange commis¬ 
sion”; and that Woods specifically informed Mrs. Bourne 
of the profits that would result to the firm by reason of 
transactions effected in her account. We must reject with 
indignation any attempt to ground a conclusion of wrong¬ 
doing on the Firm’s alleged failure to call attention to the 
fact that a member firm wmuld have charged a lower com¬ 
mission. No such requirement exists, and it cannot be 
legislated into being here. 

POINT III 

The findings and conclusions that the Firm “wil¬ 
fully” violated certain of the anti-fraud provisions of 
the Securities Act of 1933 and the Securities & Ex¬ 
change Act of 1934, and rules issued pursuant thereto, 
and that Johnson was a “cause” of revocation, are 
arbitrary and capricious, not in accordance with law, 
and unsupported by substantial evidence or reasoned 
conclusions. 

Section 15(b) of the Act 1 in material part provides 
for revocation only in the event that the broker or dealer 
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or “any partner, officer, director, or branch manager of 
such broker or dealer (or any person occupying similar 
status or performing similar functions, or any person di¬ 
rectly or indirectly controlling or controlled by such broker 
or dealer)” has “ wilfully violated any provision of the 
Securities Act of 1933, as amended, or of this title [Securi¬ 
ties Exchange Act of 1934], or of any rule or regulation 
thereunder.” See Arleen IF. Hughes v. Securities and 
Exchange Comm., supra. 

It is at least arguable whether punishment under; this 
section can be imposed against the Firm solely by reason 
of the alleged wrongs of mere salesmen employees; (cf. 
Securities Regulation, p. 73S). 

i 

It is manifest that within the meaning of Sec. 15A(b)(4) x 
of the Act, Johnson cannot be held to be a “cause of 
revocation without personal dereliction on his part, and the 
registration of the Corporation can only be revoked if 
Johnson can properly be held to be a “cause” of revocation 
of the registration of the Firm. 

I 

i 

In any event, it is apparent that the order of the Com¬ 
mission is predicated on the finding and conclusion that the 
Firm and Johnson were guilty of derelictions separate 
and apart from the alleged wrongdoing of the Firm’s em¬ 
ployees (Comm. Dec. p. 22), and the order may therefore 
only be affirmed if the findings and conclusions that i the 
Firm and Johnson wilfully violated applicable law or 
regulations can be sustained. j 

i 

Securities and Exchange Comm. v. Chenery Corp. 
et al., 318 U. S. 80 (1943); 

Securities and Exchange Comm. v. Chenery Corp. 
et al, 332 IT. S. 194 (1947). j 

It is respectfully submitted that considering the evidence 
as an integrated whole, there is no substantial proof that 
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the firm was guilty of any wilful violation, or that Johnson 
was a cause of revocation, even assuming, without conced¬ 
ing, that wilfullness means something less than “done with 
a bad purpose.” (Cf. Securities Regulation, pp. 733-737.) 

The Commissioner found that the Firm and Johnson 
failed to exercise adequate supervision of the salesmen’s 
activities; that transactions were reviewed merely for ac¬ 
curacy and reasonableness of the “spread”; and that John¬ 
son wrongfully, on one occasion, “took the position that 
‘activity in itself w^as not a deterrant’ if the account showed 
a profit.” But the Commission totally ignored compelling 
evidence which established that the Firm and Johnson took 
all reasonable precautionary measures to insure that the 
highest standards of professional and business conduct be 
observed by all members and employees of the Firm; and 
that the Commission itself has heretofore affirmed that 
mere activity is not itself a violation of applicable law or 
regulations promulgated by the Commission. Matter of 
Thomson v. McKinnon, supra . 

The evidence establishes beyond dispute these compelling 
facts and circumstances: From 1939 until March, 1949, 
the activities of the Boston office of the Firm -were under 
the direct supervision of Freeman and Boardman, first, as 
branch co-managers, and thereafter, during the period 
from 1941 to 1949, as members of the Firm. Prior to their 
association with the Firm, Freeman and Boardman acted as 
co-managers of the broker-dearler firm of Burr & Co. of 
Boston, and appeared to be well qualified to exercise their 
duties and responsibilities with respect to the Boston 
branch office. Moreover, they were made to understand 
clearly that with respect to the Boston branch office, it was 
their responsibility in the first instance to guard against 
“over-trading”, excessive profits, or other similar im¬ 
proper practices or irregularities. They purported to ex¬ 
ercise such responsibility to the best of their respective 


55 


abilities. In this connection, they originally installed, and 
thereafter maintained such records in the Boston office as 
they deemed necessary to best enable them to supervise the 
activities of the salesmen. When, on occasion, Freeman 
and Boardman found evidence of questionable practices 
in the Boston office, and reported the same to Johnson, he 
immediately took appropriate remedial action. 

After Freeman and Boardman left the Firm to form 
their own broker-dealer firm in 1949, Noble was retained 
as manager of the Boston office, a capacity he held until 
January, 1951. Prior to his employment by the I^irm, 
Noble was interviewed by Johnson, and assured him that 
he was familiar with all applicable rules and regulations 
of the National Association of Securities Dealers, and the 
rules and regulations of the Securities & Exchange Com¬ 
mission. Johnson specifically instructed Noble that it was 
his responsibility, in the first instance, to supervise the 
activities of salesmen, and that specifically every trans¬ 
action was subject to his approval, to be evidenced by a 
■written endorsement upon a memorandum of such trans¬ 
action which was to be kept and maintained as a permanent 
record of the Firm. Noble testified that to the best of his 
ability, and in accordance with such instructions, he super¬ 
vised the activities of salesmen and other employees of the 
Boston branch office, and the Providence sales office of the 
Firm, to insure observation of the highest standards of 
business and professional conduct. He further testified 
that any questionable acts or practices coming to his at¬ 
tention as manager of the Boston branch office, and: re¬ 
ported to his superiors, were promptly and appropriately 
dealt with. Parenthetically, it is to be observed that the 
Commission concluded that Noble’s activities while em¬ 
ployed by the firm were not subject to criticism. 

During the period from 1940 to October, 1949, Rankin, 
a member of the Firm who was in daily attendance at the 
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New York office, was charged with the responsibility of 
supervising the activities of the salesmen and the trading 
section of that office, and of examining into the propriety 
of trades executed in Boston and reported to New York 
by teletype. Problems arising in the course of such super¬ 
vision were discussed by Rankin with Johnson. When any 
possibility of impropriety arose, the matter was reported 
to Johnson, who took appropriate remedial action. 

When Rankin resigned from the partnership in October, 
1949, his supervisory functions were assumed by the part¬ 
ner, Pett, and performed by him until in or about Janu¬ 
ary, 1951. 

In January, 1951, Baker was appointed “Compliance 
Inspector’’ for the Firm. It was his duty, which he scru¬ 
pulously and diligently performed, to check on a daily 
basis each and every trade executed by the Firm, as to 
mark-up, commission, overtrading, and any other acts of 
impropriety. 

The 1951 Code of Operations, which in detail described 
the highest standards of professional ethics, was dis¬ 
tributed to each partner and employee of the Firm, to¬ 
gether with the direction that they familiarize themselves 
with the contents thereof and comply strictly with the 
rules and regulations therein contained. It was Baker’s 
further responsibility to insure strict observance of the 
provisions of the Code. It is evident that Baker consci¬ 
entiously exercised such responsibility to the best of his 
ability, and the hearing examiner expressly found that 
with the adoption of the Code “a turn for the better was 
slowly beginning to take place in the conduct of Regis¬ 
trant’s business” (Recommended Dec., p. 138). Baker 
testified that when he suspected any impropriety within the 
scope of his supervisory functions, and reported the matter 
to Johnson, prompt and appropriate remedial action was 
taken. Although Baker relinquished the office of Compli- 
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ance Inspector in or about January, 1953, these duties 
were thereafter assumed and performed by another quali¬ 
fied person. 

It is apparent from the Commission ’s decision that these 
facts were ignored. The decision is further deficient in. 
the omission of any reasons or basis for the conclusion that 
the Firm and Johnson wilfully violated applicable law or 
regulations. 

POINT IV 

The finding and conclusion that revocation of regis¬ 
tration of the Firm and Corporation is required in the 
public interest is arbitrary, capricious, an abuse of 
discretion, not in accordance with law, without ob¬ 
servance of procedure required by law and unsubstan¬ 
tiated by substantial evidence; and the order of revoca¬ 
tion is in excess of statutory authority. 

Section 15(b) of the Act 1 provides for revocation of the 
broker-dealer registration only if it is found that such re¬ 
vocation is in the public interest. See Arleen W. Hughes 
v. Securities and Exchange Comm., supra. 

In support of its conclusion that revocation is in the 
public interest, the Commission: 

i 

(a) Found and relied upon the alleged fact that “this 
is not the first time that disciplinary action has been 
taken against registrant [the Firm]”. 

(b) Held that the drastic remedy of revocation was 
required even, though none of the salesmen who served 
the accounts under review or the partners and em¬ 
ployees having supervisory duties with respect to 
these accounts remain in the employ or associated 
with the Firm; that the Boston branch office and 
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Providence Sales Office have been closed and that, as 
a result of the N.A.S.D. expulsion order and the 
notoriety occasioned by the three year pendency of 
the present proceeding, the Firm has suffered serious 
financial losses and its organization has been substan¬ 
tially reduced in size; and 

(c) Without regard to the record evidence, deter¬ 
mined that the adoption of the 1951 code did not rep¬ 
resent a conscientious effort to provide proper super¬ 
vision (Comm. Dec. Pg. 22). 

It is respectfully submitted that, in arriving at the 
foregoing findings and conclusions, the Commission failed 
to consider and totally ignored substantial evidence ad¬ 
duced before the Hearing Examiner, considered matter 
wholly outside the record, and otherwise in material re¬ 
spect failed to observe procedure required by law. 

During the course of the hearings before the Hearing 
Examiner, the Commission sought to adduce testimony 
tending to establish past derelictions on the part of the 
firm in an effort to demonstrate that revocation would be 
in the public interest. Petitioner’s counsel objected to the 
introduction of such testimony unless and until it had been 
established that petitioners were guilty of the acts charged 
(1726-1737). Although the Hearing Examiner in the first 
instance overruled this objection (1737), he certified his 
ruling to the Commission and the Commission thereupon 
overruled the Hearing Examiner and sustained the objec¬ 
tion (1891). As a result of this sequence of events, the 
record is barren of any facts tending to show past dere¬ 
lictions on the part of the Firm or Johnson and Petitioners 
were denied the opportunity to meet or answer the charge 
of prior wrongdoings. Nevertheless, the Commission, in 
clear violation of procedure required by Sec. 7(d) of the 
Administrative Procedure Act 1 based its order to a sub- 
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stantial degree upon such alleged prior derelictions. {Cf. 
United States et al. v. Abilene & So. Ry. Co., et ol., 265 
U. S. 274, 2S9 (1924); Norris & Hirshberg, Inc. v. Securi¬ 
ties and Exchange Comm., 82 App. D. C. 32, 36-37, 163 F. 
2d 689, 693-694 (C. A. D. C. 1947.)) 

i 

It is submitted that any determination of the “ public 
interest” question necessarily involves a determination 
that the punishment, if any, must tit the crime and that 
the benefit to the public from the punishment imposed 
outweighs the public loss involved. It is further clear that 
this issue is not contained within the “unbounded discre¬ 
tion” of the Agency involved, but is subject to review by 
the Court. Democrat Printing Co. v. Federal Communica¬ 
tions Comm., 91 App. D. C. 72, 202 F. 2d 298 (C. A. 
D. C. 1952). In the instant case, as a result of 
the prior N.A.S.D. disciplinary proceeding and the 
pendency of this proceeding since 1952, the Firm suffered 
substantial financial and business loss. During the Firm’s 
fiscal year ending July 31, 1950, the Firm employed 103 
salesmen and earned net income of approximately $40,000 
and served between 4-5,000 active accounts. At the end of 
the fiscal year ending July 31, 1953, the Firm employed 
only 22 salesmen and suffered a loss exceeding $42,000 and 
served approximately 1500 active accounts. During the 
pendency of these proceedings the Firm closed 6 sales 
offices in addition to the Boston Branch Office and the 
Providence Sales Office (Stipulation B). The Commission 
has found, and it is a fact, that all of the salesmen andj 
supervisory personnel of the Firm, in any way concerned 
with the accounts under review, have been discharged or 
voluntarily left the employ of the firm. The Boston; 
Branch Office, wdiere trading in five of the six accounts! 
under review’ took place, has been closed, so that all trad-: 
ing by the Firm is now conducted in the New’ York office,: 
the resident office of Johnson, wrhere the Firm’s permanent 
records are maintained. Revocation would therefore inure 
only to the detriment of the remaining innocent employees 
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and members of the Firm, without any correlative benefit 
to the public. 

But there is no evidence whatsoever that the Firm or 
Johnson have been guilty of any wrongdoing for the more 
than three years last past. The Hearing Examiner specifi¬ 
cally found that, with the adoption of the “Code of Opera¬ 
tions ” in 1951, and the efforts to voluntarily enforce and 
adhere to the Code “a turn for the better was slowly 
beginning to take place in the conduct of registrant’s (the 
Firm’s) business.” It is clear as a matter of law that 
the Commission was compelled to give some weight to, and 
this Reviewing Court is required to consider, the Hearing 
Examiner’s report and recommendations. Universal 
Camera Cory. v. National Labor Relations Board, 340 U. S. 
474, 492-497 (1951). Nevertheless the Commission, in its 
decision, appears to have completely ignored this finding 
of the Hearing Examiner and solely on the basis of matter 
outside the record; to wit, the N.A.S.D. proceeding— 
concluded that the “1951 Code did not represent a con¬ 
scientious effort to provide proper supervision.” 

Parenthetically the Hearing Examiner also observed 
that the circumstances of this case are such as “ordinarily 
W'Ould weigh substantially against revocation but w^ould 
call for a suspension of the broker-dealer involved,” and 
although he ruled that under applicable law the Commis¬ 
sion w’as without power to suspend and therefore com¬ 
pelled to recommend revocation, he further suggested that 
the Firm and Corporation “be permitted to register upon 
a showing that the Registrant has made a conscientious 
effort to provide supervisory procedures adequate to 
protect against future violations.” All of these observa¬ 
tions wrere totally ignored by the Commission. 

Thus, it is clear that the Commission, in respect to the 
“public interest” question, completely abdicated its func¬ 
tion to consider the record evidence as an integrated whole 
and to observe procedure required by law. 
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POINT V 

The Commission wrongfully refused to strike, and 
without observance of procedure required by law, con¬ 
sidered and relied upon the testimony of Dorothy 
Eaves. 

Miss Eaves, whose testimony contributed in large meas¬ 
ure to the decision adverse to petitioners, testified that 
while she and her mother dealt with Sharpe, she main¬ 
tained a “Line-a-Day” book containing facts material to 
her relationship with Sharpe, which, while not present in 
the hearing room, was within her possession and control 
(903-904). She refused, however, to produce the book and 
proclaimed to petitioners 1 counsel “You will never see it” 
(904). She also admitted that she kept a record tending 
to explain the details of the transactions effected in this 
joint account. This record was referred to by Miss Eaves 
to refresh her recollection while testifying (939; 940-941; 
962). Counsel for petitioners duly moved to have the 
memoranda marked for identification and for the issuance 
of subpoena compelling the production of the “Line-a- 
Day” book and such memoranda, which requests were 
subject to exception by counsel, in all respects refused 
by the Trial Examiner (942; 958-961). The witness re¬ 
fused to produce either of these documents (939; 962-963). 
Thereupon, in the presence of the Trial Examiner and 
while she was still under oath, she wilfully destroyed the 
memoranda by tearing it into pieces. Thereupon counsel 
for petitioners made further motions to have the memo¬ 
randa, as so mutilated, marked for identification and 
impounded by the Trial Examiner pending a ruling on the 
aforementioned requests by the Commission (961-962). 
These last mentioned motions were also in all respects 
denied by the Trial Examiner subject to exceptions by 
counsel for respondents. 
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It is submitted that the denial of these motions con¬ 
stitute prejudicial error, violated the rules of practice of 
the Commission, applicable provisions of the Administra¬ 
tive Procedure Act, as well as the fundamental right of the 
petitioners to full and complete opportunity for cross-ex¬ 
amination. 

Rule 5(e) of the Rules of Practice for the Commission, 
effective April 1, 1950 1 and Section 7(c) of the Ad¬ 
ministrative Procedure Act 2 provide that, every party 
to a quasi-judicial administrative hearing shall have the 
right to present such oral or documentary evidence and to 
conduct such cross-examination as may be required for a 
full and true disclosure of the facts. 

It is a fundamental rule of law that a party to an action 
upon proper request or demand is entitled to examine for 
purposes of cross-examination any paper or memorandum 
which is used by a witness on direct examination for the 
purpose of refreshing his recollection. United States v. 
Socony-Vacuum Oil Co. Inc. et al., 310 U. S. 150, 233 (1940); 
Little v. United States, 93 F. 2d 401, 406 (C. A. Sth 1937); 
National Labor Relations Board v. T. W. Phillips Gas d 
OH Co., 141 F. 2d 304 (C. A. 3d 1944); Morris v. United 
States, 149 Fed. 123, 126 (C. A. Sth 1906); Montgomery v. 
United States, 203 F. 2d 8S7 (C. A. Sth 1953). 

The Hearing Examiner’s refusal to issue a subpoena 
to compel Miss Eaves to produce relevant and material 
documents was also a clear and highly prejudicial abuse of 
discretion. Cf. United States v. Schneiderman et al., 106 
F. Supp. 731 (D. C. S. D. Cal. 1952). 

It is clear that the trial examiner’s rulings violated the 
principles referred to in these cases and denied petitioners 
the opportunity for adequate cross-examination and the 
introduction of relevant and material testimonv. 


1 Appendix, p. XI 

2 Appendix, pp. XI, XII 
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Notwithstanding that administrative tribunals are not 
bound by strict or technical common law or statutory rules 
of evidence, their hearings must still be conducted in 3 , 
manner consistent with fundamental principles of due proc¬ 
ess of law, including the opportunity for adequate cross- 
examination. Southern Stevedoring Co., Inc. et al. v. 
Voris et al., 190 F. 2d 275 (C. A. 5th 1951); State of the 
Netherlands v. Federal Reserve Bank of New York et al., 
201 F. 2d 455 (C. A. 2d 1953). 

It is respectfully submitted that, in the light of the fore¬ 
going, the Commission committed prejudicial error, in con¬ 
sidering and failing to strike the testimony of Dorothy 
Eaves. 


Conclusion 


There w’ere substantial prejudicial errors committed in 
the proceedings before the Commission requiring that the 
order under review and the findings and opinion upon 
which it is based be annulled and set aside, or in the 
alternative that the matter be remanded to the Commission 
for further proceedings, pursuant to Sec. 25 of the Act . 1 ; 

1 

1 

Respectfully submitted, 


James R. Browning, Esq., 

Perlman, Lyons & Browning, Esqs., 
1021 Tower Building, 

14th and K Streets, N. W., j 
Washington 5, D. C., 

Gallop, Climenko & Gould, Esqs., 

30 Broad Street, 

New’ York 4, N. Y., 


Counsel for Plaintiffs. 

Of Counsel: 

Milton S. Gould, 

Alvin M. Stein. 


1 Appendix, pp. VI, VII 
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APPENDIX 

1. Section 17(a) Securities Act of 1933. 

“(a) It shall be unlawful for any person in the 
sale of any securities by the use of any means or in¬ 
struments of transportation or communication in in¬ 
terstate commerce or by the use of the mails, directly 
or indirectly— 

(1) to employ any device, scheme, or artifice to 
defraud, or 

i 

(2) to obtain money or property by means of any 
untrue statement of a material fact or any omis^ 
sion to state a material fact necessary in order to 
make the statements made, in the light of the cir¬ 
cumstances under which they were made, not mis¬ 
leading, or 

(3) to engage in any transaction, practice, of 
course of business which operates or would operate 
as a fraud or decit upon the purchaser.’’ 

i 

(Act of May 27, 1933, c. 38, Title I, § 17, 48 Stat. 84, 
U. S. C. A., Title 15, $77q.) 

i 

! 

2. Section 10(b) Securities Exchange Act of 1934. 

“It shall be unlawful for any person, directly or 
indirectly, by the use of any means or instrumentality 
of interstate commerce or of the mails, or of any fai 
cility of any national securities exchange—” 

• * * • • 

“(b) To use or employ, in connection with the pur-: 
chase or sale of any security registered on a national 
securities exchange or any security not so registered,; 
any manipulation or deceptive device or contrivance 
in contravention of such rules and regulations as the 
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Commission may prescribe as necessary or appropri¬ 
ate in the public interest or for the protection of in¬ 
vestors.” 

(Act of June 6, 1934, c. 404, § 10, 4S Stat. 891, U. S. C. A., 
Title 15, $ 78j.) 

3. Section 15(b) Securities Exchange Act of 1934. 

“* * * The Commission shall, after appropriate no¬ 
tice and opportunity for hearing, by order deny regis¬ 
tration to or revoke the registration of any broker 
or dealer if it finds that such denial or revocation is 
in the public interest and that (1) such broker or 
dealer whether prior or subsequent to becoming such, 
or (2) any partner, officer, director, or branch manager 
of such broker or dealer (or any person occupying a 
similar status or performing similar functions), or 
any person directly or indirectly controlling or con¬ 
trolled by such broker or dealer, whether prior or sub¬ 
sequent to becoming such, (A) has willfully made or 
caused to be made in any application for registration 
pursuant to this subsection or in any document supple¬ 
mental thereto or in any proceeding before the Com¬ 
mission with respect to registration pursuant to this 
subsection any statement which was at the time and 
in the light of the circumstances under which it was 
made false or misleading with respect to any material 
fact; or (B) has been convicted within ten years pre¬ 
ceding the filing of any such application or at any time 
thereafter of anv felonv or misdemeanor involving the 
purchase or sale of any security or arising out of the 
conduct of the business of a broker or dealer; or (C) 
is permanently or temporarily enjoined by order, judg¬ 
ment, or decree of any court of competent jurisdiction 
from engaging in or continuing any conduct or prac- 
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; 

tice in connection with the purchase or sale of any 
security; or (D) has willfully violated any provision 
of the Securities Act of 1933, or of this chapter, or of 
any rule or regulation thereunder. Pending final de¬ 
termination whether any such registration shall be 
denied, the Commission may by order postpone the 
effective date of such registration for a period not to 
exceed fifteen days, but if, after appropriate notice 
and opportunity for hearing, it shall appear to the 
Commission to be necessary to appropriate in the 
public interest or for the protection of investors to 
postpone the effective date of such registration until 
final determination, the Commission shall so order; 
Pending final determination whether any such regis¬ 
tration shall be revoked, the Commission shall by order 
suspend such registration if, after appropriate notice 
and opportunity for hearing, such suspension shall 
appear to the Commission to be necessary or appropri-r 
ate in the public interest or for the protection of in¬ 
vestors. Any registered broker or dealer may, upon 
such terms and conditions as the Commission may 
deem necessary in the public interest or for the protec-! 
tion of investors, withdraw from registration by filing 
a written notice of withdrawal with the Commission.; 
If the Commission finds that any registered broker or 
dealer, or any broker or dealer for whom an applica¬ 
tion for registration is pending, is no longer in exist-; 
ence or has ceased to do business as a broker or dealer,; 
the Commission shall by order cancel the registration 
or application of such broker or dealer.” 

(Act of June G, 1934, c. 404, § 15, 48 Stat. 895, as amended, 
IT. S. C. A., Title 15, § 78o.) 

4. Section 15(c)(1) Securities Exchange Act of 1934. 

“No broker or dealer shall make use of any means 
or instrumentality of interstate commerce to effect any 
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transaction in, or to induce the purchase or sale of, 
any security (other than commercial paper, bankers’ 
acceptances, or commercial bills) otherwise than on a 
national securities exchange, by means of any manip¬ 
ulation, deceptive, or other fraudulent device or con¬ 
trivance. The Commission shall, for the purposes of 
this subsection, by rules and regulations define such 
devices or contrivances as are manipulative, deceptive, 
or otherwise fraudulent.” 

(Act of June 6, 1934, c. 404, § 15, 4S Stat. S95, as amended 
IT. S. C. A., Title 15, § 78o.) 

5. Section 15A(b)(4) Securities Exchange Act of 1934. 

“(a) Any association of brokers or dealers may be 
registered with the Commission as a national securi¬ 
ties association pursuant to subsection (b) of this sec¬ 
tion, or as an affiliated securities association pursuant 
to subsection (d) of this section, unless the terms and 
conditions hereinafter provided in this section, by fil¬ 
ing with the Commission a registration statement in 
such form as the Commission may prescribe, setting 
forth the information, and accompanied by the docu¬ 
ments, below specified: 

(1) Such data as to its organization, membership, 
and rules of procedure, and such other information 
as the Commission may by rules and regulations 
require as necessary or appropriate in the public 
interest or for the protection of investors; and 

(2) Copies of its constitution, charter, or articles 
of incorporation or association, with all amendments 
thereto, and of its existing bylaws, and of any rules 
or instruments corresponding to the foregoing, what¬ 
ever the name, hereinafter in this chapter collectively 
referred to as the ‘rules of the association.’ 
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Such registration shall not be construed as a waiver 
by such association or any member thereof of any con¬ 
stitutional right or of any right to contest the validity 
of any rule or regulation of the Commission under this 
chapter.” 

“(b) An applicant association shall not be regis¬ 
tered as a national securities association unless it 
appears to the Commission that—” 

• • * * • 

(4) The rules of the association provide that, 
except with the approval or at the direction of the 
Commission in cases in which the Commission finds 
it appropriate in the public interest so to approve 
or direct, no broker or dealer shall be admitted to 
or continued in membership in such association, if 
(1) such broker or dealer, whether prior or sub¬ 
sequent to becoming such, or (2) any partner, officer, 
director, or branch manager of such broker or dealer 
(or any person occupying a similar status or per¬ 
forming similar functions), or any person directly 
or indirectly controlling or controlled by such 
broker or dealer, whether prior or subsequent to be¬ 
coming such, (A) has been and is suspended or ex¬ 
pelled from a registered securities association 
(whether national or affiliated) or from a national 
securities exchange, for violation of any rule of such 
association or exchange which prohibits any act or 
transaction constituting conduct inconsistent with 
just and equitable principles of trade, or requires 
any act the omission of which constitutes conduct 
inconsistent with just and equitable principles bf 
trade, or (B) is subject to an order of the Commis¬ 
sion denying or revoking his registration pursuant to 
Section 780 of this title, or expelling or suspending 


! 


I 


VI 


Appendix. 

him from membership in a registered securities asso¬ 
ciation or a national securities exchange, or (C) by 
his conduct while employed by, acting for, or di¬ 
rectly or indirectly controlling or controlled by, a 
broker or dealer, was a cause of any suspension, 
expulsion, or order of the character described in 
clause (A) or (B) which is in effect with respect to 
such broker or dealer;” 

(Act of June 6, 1934, c. 404, § 15A, added June 25, 193S, 
c. 677, § 1, 52 Stat. 1070, U. S. C. A., Title 15, § 78o-3.) 

6. Section 25 Securities Exchange Act of 1934. 

“(a) Any person aggrieved by an order issued 
by the Commission in a proceeding under this chapter 
to which such person is a party may obtain a review 
of such order in the United States Court of Appeals 
within any circuit wherein such person resides or has 
his principal place of business, or in the United States 
Court of Appeals for the District of Columbia, by 
filing in such court, within sixty days after the entry 
of such order, a written petition praying that the 
order of the Commission be modified or set aside in 
whole or in part. A copy of such petition shall be 
forthwith served upon any member of the Commis¬ 
sion, and thereupon the Commission shall certify and 
file in the court a transcript of the record upon which 
the order complained of was entered. Upon the filing 
of such transcript such court shall have exclusive 
jurisdiction to affirm, modify, and enforce or set aside 
such order, in whole or in part. No objection to the 
order of the Commission shall be considered by the 
court unless such objection shall have been urged 
before the Commission. The finding of the Commis¬ 
sion as to the facts, if supported by substantial evi- 
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dence, shall be conclusive. If either party shall apply 
to the court for leave to adduce additional evidence, 
and shall show to the satisfaction of the court that 
such additional evidence is material and that there 
were reasonable grounds for failure to adduce such 
evidence in the hearing before the Commission, the 
court may order such additional evidence to be takeft 
before the Commission and to be adduced upon the 
hearing in such manner and upon such terms and 
conditions as to the court may seem proper. The 
Commission may modify its findings as to the facts, 
by reason of the additional evidence so taken, and 
it shall file such modified or new findings, which, if 
supported by substantial evidence, shall be conclusive, 
and its recommendation, if any, for the modification 
or setting aside of the original order. The judgment 
and decree of the court, affirming, modifying, and 
enforcing or setting aside, in whole or in part, any 
such order of the Commission, shall be final, subject 
to review by the Supreme Court of the United States 
upon certiorari or certification as provided in sections 
346 and 347 of Title 28. 

i 

(b) The commencement of proceedings under sub^ 
section (a) of this section shall not, unless specifically 
ordered by the court, operate as a stay of the Com¬ 
mission’s order.” 

(Act of June 6, 1934, c. 404, §25, 48 Stat. 901, as 

amended, U. S. C. A. Title 15, § 7Sy.) i 

7. Section 32 Securities Exchange Act of 1934. 

“(a) Any person who willfully violates any pro¬ 
vision of this chapter, or any rule or regulation there-; 
under the violation of which is made unlawful or the 
observance of which is required under the terms of 
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this chapter, or any person who willfully and know¬ 
ingly makes or causes to be made, any statement in 
any application, report, or document required to be 
filed under this chapter or any rule or regulation 
thereunder or any undertaking contained in a regis¬ 
tration statement as provided in subsection (d) of 
section 78o of this title, which statement was false 
or misleading with respect to any material fact, shall 
upon conviction be fined not more than $10,000, or 
imprisoned not more than two years, or both, except 
that which such person is an exchange, a fine not 
exceeding $500,000 may be imposed; but no person 
shall be subject to imprisonment under this section 
for the violation of any rule or regulation if he proves 
that he had no knowledge of such rule or regulation. ’ ’ 
• • • • • 

(Act of June 6, 1934, c. 404, § 32, 48 Stat. 904, 
U. S. C. A. Title 15, $7Sff.) 

8. Rule X-10B-5. 

“It shall be unlawful for any person, directly or 
indirectly, by the use of any means or instrumentality 
of interstate commerce, or of the mails, or of any 
facility of any national securities exchange, 

(1) to employ any device, scheme, or artifice to 
defraud, 

(2) to make any untrue statement of a material 
fact or to omit to state a material fact necessary 
in order to make the statements made, in the light 
of the circumstances under which they were made, 
not misleading, or 

(3) to engage in any act, practice, or course of 
business which operates or would operate as a fraud 
or deceit upon any person, 
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in connection with the purchase or sale of anv secur¬ 
ity.” 

(Release No. 3230, effective May 21,1942,17 C. F. R. 
- § 240.10b-5.) 

9. Rule X-15C1-2. | 

i 

“(a) The term ‘manipulative, deceptive, or other 
fraudulent device or contrivance,’ as used in Section 
► 15(c)(1) of the Act, is hereby defined to include any 

act, practice, or course of business which operates or 
would operate as a fraud or deceit upon any person. 

(b) The term ‘manipulative, deceptive, or other 
fraudulent device or contrivance,’ as used in Section 
15(c)(1) of the Act, is hereby defined to include any 
untrue statement of a material fact and any omission 
to state a material fact necessary in order to make the 
statements made, in the light of the circumstances 

, under which they are made, not misleading, which 

statement or omission is made with knowledge or 
reasonable grounds to believe that it is untrue or 
misleading. 

(c) The scope of this rule shall not be limited by 
any specific definitions of the term ‘manipulative, 
deceptive, or other fraudulent device or contrivance’ 
contained in other rules adopted pursuant to Section 

k 15(c)(1) of the Act.” 

(Rule MC2 in Release No. 1330, issued August 
1937, and effective October 1, 1937, amended and 
redesignated Rule X-15C1-2 in Release No. 1763, 
issued and effective June 2S, 1938, 17 C. F. R. § 240. 
r 15cl-2.) 
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10. Rule X-15C1-4. 

“The term ‘manipulative, deceptive, or other fraud¬ 
ulent device or contrivance,’ as used in Section 
15(c)(1) of the Act, is hereby defined to include any 
act of any broker or dealer designed to effect with 
or for the account of a customer any transaction in, 
or to induce the purchase or sale by such customer 
of, any security (other than United States Tax Savings 
Notes, X'nited States Defense Savings Stamps, or 
United States Defense Savings Bonds, Series E, F 
and G) unless such broker or dealer, at or before the 
completion of each such transaction, gives or sends 
to such customer written notification disclosing (1) 
whether he is acting as a broker for such customer, 
as a dealer for his own account, as a broker for some 
other person, or as a broker for both such customer 
and some other person; and (2) in any case in which 
he is acting as a broker for such customer or for both 
such customer and some other person, either the name 
of the person from whom the security was purchased 
or to whom it was sold for such customer and the date 
and time when such transaction took place or the fact 
that such information will be furnished upon the re¬ 
quest of such customer, and the source and amount 
of any commission or other remuneration received or 
to be received by him in connection with the trans¬ 
action. 

(Rule MC4 in Release No. 1330, issued August 4, 
1937, and effective October 1, 1937, amended and 
redesignated Rule X-15C1-4 in Release No. 1763, 
issued and effective June 28, 1938; amended in 
Release No. 3131, issued and effective January 21, 
1942, 17 C. F. R. $240.15cl-4.) 
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11. Rule 5(e) of the Rules of Practice for the Securities 
and Exchange Commission. 

“In hearings for the purpose of taking evidence, 
every party shall have the right to present such oral 
or documentarv evidence and to conduct such cross- 
examination as may be required for a full and true 
disclosure of the facts. The hearing officer shall regu¬ 
late the course of the hearing, receive relevant and 
material evidence, rule upon offers of proof, and ex^ 
elude all irrelevant, immaterial, or unduly repetitious 
evidence. During the course of any such hearing the 
hearing officer shall rule upon applications for issu-; 
ance of subpoenas and issue such subpoenas in proper 
cases, shall rule upon applications for the taking of 
depositions pursuant to Rule VIII and upon other 
procedural matters relating to the hearing and may 
hold conferences for the settlement or simplification 
of the issues by consent of the parties where time, the 
nature of the proceedings, and the public interest 
permit. * * •” 

• • • * • 

(Rules of Practice for the Securities and Exchange 
Commission, effective April 1, 1950, Rule 5(e), 17 
C. F. R. § 201.5(e).) 

12. Section 7(c) of the Administrative Procedure Act. 

“In hearings which section 1003 or 1004 of this ; 
title requires to be conducted pursuant to this section— 

i 

• • * # • 

(c) Except as statutes otherwise provide, the pro¬ 
ponent of a rule or order shall have the burden of 
proof. Any oral or documentary evidence may be j 
received, but every agency shall as a matter of ; 
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policy provide for the exclusion of irrelevant, im¬ 
material, or unduly repetitious evidence and no 
sanction shall be imposed or rule or order be issued 
except upon consideration of the whole record or 
such portions thereof as may be cited by any party 
and as supported by and in accordance with the 
reliable, probative, and substantial evidence. Every 
party shall have the right to present his case or 
defense by oral or documentary evidence, to submit 
rebuttal evidence, and to conduct such cross-ex¬ 
amination as may be required for a full and true 
disclosure of the facts. In rule making or determin¬ 
ing claims for money or benefits or applications for 
initial licenses any agency may, where the interest 
of any party will not be prejudiced thereby, adopt 
procedures for the submission of all or part of the 
evidence in written form.” 

(Act of June 11, 1946, c. 324, § 7, 60 Stat. 241, 
U. S. C. A. Title 5, §1006(c).) 

13. Section 7(d) of the Administrative Procedure Act. 

‘‘In hearings which section 1003 or 1004 of this 
title requires to be conducted pursuant to this sec¬ 
tion— 

* * # * • 

“(d) The transcript of testimony and exhibits, 
together with all papers and requests filed in the 
proceeding, shall constitute the exclusive record for 
decision in accordance with section 1007 of this 
title and, upon payment of lawfully prescribed costs, 
shall be made available to the parties. Where any 
agency decision rests on official notice of a material 
fact not appearing in the evidence in the record, 
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any party shall on timely request be afforded an 
opportunity to show the contrary.” 

(Act of June 11, 1946, c. 324, $ 7, 60 Stat. 241, 
U. S. C. A. Title 5, § 1006(d).) 

14. Section 8(b) of the Administrative Procedure Act. i 

‘‘In cases in which a hearing is required to be con¬ 
ducted in conformity with section 1006 of this title—— 

• • * * • 

(b) Prior to each recommended, initial, or tenta¬ 
tive decision, or decision upon agency review of 
the decision of subordinate officers the parties shall 
be afforded a reasonable opportunity to submit for 
the consideration of the officers participating in such 
decisions (1) proposed findings and conclusions, 
or (2) exception to the decisions or recommended 
decisions of subordinate officers or to tentative 
agency decisions, and (3) supporting reasons for 
such exceptions or proposed findings or conclusions. 
The record shall show the ruling upon each such 
finding, conclusion, or exception presented. All deci¬ 
sions (including initial, recommended, or tentative 
decisions) shall become part of the record and in¬ 
clude a statement of (1) findings and conclusions, 
as well as the reasons or basis therefor, upon all 
the material issues of fact, law, or discretion pre¬ 
sented on the record; and (2) the appropriate rule, 
order, sanction, relief, or denial thereof.” 

(Act of June 11, 1946, c. 324, § 8, 60 Stat. 242, 
U. S. C. A. Title 5, § 1007(b).) 
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15. Section 10(e) of the Administrative Procedure Act. 

“So far as necessary to decision and where pre¬ 
sented the reviewing court shall decide all relevant 
questions of law, interpret constitutional and statutory 
provisions, and determine the meaning or applicability 
of the terms of any agency action. It shall (A) com¬ 
pel agency action unlawfully withheld or unreasonably 
delayed; and (B) hold unlawful and set aside agency 
action, findings, and conclusions found to be (1) 
arbitrary, capricious, an abuse of discretion, or other¬ 
wise not in accordance with law; (2) contrary to 
constitutional right, power, privilege, or immunity; 
(3) in excess of statutory jurisdiction, authority, or 
limitations, or short of statutory right; (4) without 
observance of procedure required by law; (5) un¬ 
supported by substantial evidence in any case subject 
to the requirements of sections 1006 and 1007 of this 
title or otherwise reviewed on the record of an agency 
hearing provided by statute; or (6) unwarranted by 
the facts to the extent that the facts are subject to 
trial de novo by the reviewing court. In making the 
foregoing determinations the court shall review the 
whole record or such portions thereof as may be cited 
by any party, and due account shall be taken of the 
rule of prejudicial error.” 

(Act of June 11, 1946, c. 324, $10, 60 Stat. 243 

U. S. C. A. Title 5, $1009 (e).) 






» 


lAZELON 


► 

BRIEF FOR RESPONDENT 




j - 


■/- j c 


(£ 


?Hmte& States Court of Appeals 

FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 12,977 

R. II. Johnson and Company et al., petitioners, 


v. 

Securities and Exchange Commission, respondent 


PETITION TO REVIEW ORDER OF SECURITIES AND 
EXCHANGE COMMISSION 


WILLIAM H. TIMBERS, 

General Counsel, 

THOMAS G. MEEKER. 

Associate General Counsel, 

ARDEN L. ANDRESEN. 

Special Counsel, 

ELLWOOD L. ENGLANDER. 

Attorney, 

Securities and Exchange Commission, 

425 Second Street, N. W., 

Washington 25, D. C. 





c 


err- 




CiEElK 


COUNTER-STATEMENT OF QUESTIONS PRESENTED 

The questions presented are: 

1. Whether, under Norris £ Hirshberg v. SEC, S5 App. 
D.C. 56, 174 F. 2d 969 (C.A.D.C. 1949) and R. H. Johnson v. 
SEC, 198 F. 2d 690 (C.A. 2, 1952), cert, denied 344 U. S. 
855, and other applicable law, the Commission properly 
found that petitioner, R. H. Johnson & Co., (the “Firm’’) 
a broker and dealer in securities registered pursuant to 
Section 15(b) of the Securities Exchange Act of 1934, and 
persons associated with it, had wilfully violated the anti¬ 
fraud provisions of the federal securities laws by inducing 
uninformed or inexperienced customers to place trust and 
confidence in them and to rely on their advice and then for 
their own gain, and contrary to the customers’ best in¬ 
terests, inducing transactions in the accounts of these cus¬ 
tomers which were excessive in size and frequency in the 
light of the character of such accounts, and by obtaining 
secret profits therefrom: and whether these findings were 
supported by substantial evidence. 

2. Whether the Commission’s determination that it was 
in the public interest to revoke the Firm’s registration in 
view of such violations and other circumstances (and the 
registration of the related broker-dealer corporation, R. H. 
Johnson 6c Co., Inc.) was an allowable exercise of adminis¬ 
trative discretion. 

3. Whether the Commission properly concluded that peti¬ 
tioner, R. H. Johnson, dominant partner of the Firm, wil¬ 
fully violated the anti-fraud provisions, within the mean¬ 
ing of Section 15(b) of the Act. and was a “cause” of the 
Commission’s order of revocation, within the meaning of 
Section 15A (b)(4) of the Act, upon the basis of findings 
that, notwithstanding notice of abuse, R. "FT. Johnson took 
no action to stop the over-trading of customers’ accounts by 
and for the benefit of the Firm and on the contrary thwarted 
efforts hv his branch-office managers to detect and control 
such abuse: and whether such findings were supported 
by substantial evidence. 

(i) 
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tHnitefc States Court ot Appeals 

FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 12,977 

R. H. Johnson and Company et al., petitioners, 

v. 

Securities and Exchange Commission, respondent 


PETITION TO REVIEW ORDER OF SECURITIES AND 
EXCHANGE COMMISSION 


BRIEF FOR RESPONDENT 


COUNTER-STATEMENT OF THE CASE 

i 

a. Nature of the Proceeding 

The petitioners here seek review of an order of the Com¬ 
mission dated November 1G, 1955 (10444) 1 2 which, pur¬ 
suant to Section 15(b) of the Securities Exchange Act of 
1934,15 U.S.C. § 7So(b), sometimes referred to as the Act,- 


1 Numerical citations arc to pages in the printed portions of the 
record. Occasional citations to the unprinted transcript of recorid 
with reference to undisputed facts are referred to by Document 
number (“Doc.”) for convenience, together with the page number 
of the unprinted transcript where appropriate. 

2 The pertinent provisions of Section 15(b) are set forth at p. 2. 
Other provisions of statutes and rules are set forth thereafter in the 
body of the brief, to the extent pertinent to the present case; they 
are set forth in full text in the appendix to petitioners’ brief. 


( 1 ) 
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revoked the registrations of R. H. Johnson & Co., a part¬ 
nership (hereinafter sometimes referred to as the “Firm”) 
and R. Ii. Johnson & Co., Inc. (hereinafter sometimes re¬ 
ferred to as the “Corporation”) as brokers and dealers 
in securities and, pursuant to Section 15A(b) (4) of the Act, 
15 U.S.C. § 78o-3(b)(4), found R. H. Johnson, individually, 
to be a “cause” of such revocation. 

The Securities Exchange Act provides, among other 
things, for regulation of securities brokers and dealers in 
order to protect investors against fraudulent conduct. While 
the federal securities legislation makes information avail¬ 
able about some securities to serve as a basis for appraisal, 
the protection of the ordinary investor depends primarily 
on the integritv of the brokers and dealers with whom he 
deals and from whom he obtains information and advice. 
In order to protect investors against abuse, the Securities 
Exchange Act provides, generally speaking, for exclusion 
from the securities business of persons responsible for mis¬ 
conduct, subject to determination by the Commission with 
respect to the “public interest.” 

Section 15(b) of the Act provides in pertinent part: 

The Commission shall after appropriate notice and 
opportunity for hearing, by order * * # revoke 

the registration of anv broker or dealer if it finds that 
such * * * revocation is in the public interest and 

that (1) such broker or dealer whether prior or sub¬ 
sequent to becoming such, or (2) any partner, officer, 
director, or branch manager of such broker or dealer 
(or any person occupying a similar status or perform¬ 
ing similar functions), or any person directly or in- 
directlv controlling or controlled bv such broker or 
dealer, whether prior or subsequent to becoming such, 
* * * (D) has willfully violated any provision of the 

Securities Act of 1933, as amended, or of this title, or 
of anv rule or regulation thereunder. 

The Commission’s revocation of the Firm’s registration 
was based on findings of wilful violation of anti-fraud pro¬ 
visions of the Act and the Securities Act of 1933 by the 
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Firm and persons acting on its behalf. As for the Corpora¬ 
tion, it is and has been inactive; its registration was revoked 
solely because it is controlled by, and an alter ego of, R; H. 
Johnson, dominant partner of the Firm. 

Section 15A(b) (4), the other provision on which the Com¬ 
mission’s order was based, is part of a 1938 amendment to 
the Act designed to provide for self-regulation of the over- 
the-counter securities business by one or more industry 
groups known as “national securities associations,” Con¬ 
currently with direct regulation by the Commission. One 
such industry group, the National Association of Securities 
Dealers, Inc., (hereinafter sometimes referred to as the 
“Association” or the “NASD”) is registered withlthe 
Commission under Section 15A. Section 15A(b) (4) i re¬ 
quires the rules of the NASD to provide (and they do pro¬ 
vide) that: 

I 

“except with the approval or at the direction of the 
Commission in cases in which the Commission finds 
it appropriate in the public interest so to approve or 
direct, no broker or dealer shall be admitted to or con¬ 
tinued in membership in such association, if (1) such 
broker or dealer, whether prior or subseqent to becom¬ 
ing such, or (2) any partner, officer, director, or branch 
manager of such broker or dealer (or any person oc¬ 
cupying a similar status or performing similar ftinc- 
tions), or any person directly or indirectly controlling 
or controlled by such broker or dealer, whether prior 
or subsequent to becoming such # * * (C) bylhis 

conduct while employed by, acting for, or directly or 
indirectly controlling or controlled by, a broker, or 
dealer, was a cause of any [NASD] suspension, 
[NASD] expulsion, or order of * * * [revocation 

pursuant to Section 15] which is in effect with respect 
to such broker or dealer;” 

! 

As a result of the Commission’s finding that R. H. Johnson, 
individually, was a “cause” of the Commission’s order of 
revocation against the Firm and Corporation, the peti¬ 
tioners (as well as other persons with whom R. H. John- 
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son may become associated in the future) are ineligible for 
membership in the NASD, unless they obtain the approval 
or direction of the Commission under the “public interest” 
standard of Section 15A(b)(4). 3 

R. H. Johnson and the Firm are now, and have been, sub¬ 
ject to a disqualification pursuant to Section 15A(b)(4) as 
a result of an earlier proceeding under the Act, referred 
to in petitioners’ brief and in the Commission’s opinion. 
The earlier proceeding was instituted by the NASD to de¬ 
termine questions of violation of its rules adopted pursuant 
to Section 15A(b)(7) of the Act, 15 U.S.C. § 78o-3(b) (7), 
“to prevent fraudulent and manipulative acts and prac¬ 
tices, to promote just and equitable principles of trade 
* * * and, in general, to protect investors and the public 
interest * * The NASD determined that the Firm 

had induced excessive trading in the account of two cus¬ 
tomers, Mrs. Sarah P. Eaves and Miss Dorothy Eaves, in 
violation of these rules, and it expelled the Firm from mem¬ 
bership. NASD’s action was reviewed and affirmed by the 
Commission, R. //. Johnson <0 Company, Securities Ex¬ 
change Act Release No. 4694, April 2, 1952, and the Court 
of Appeals for the Second Circuit, R. H. Johnson & Co., et al. 
v. SEC, 19S F. 2d 690 (1952). Certiorari was denied on 
October 20, 1952, 344 U.S. 855. 

Among other things, it was determined in the earlier pro¬ 
ceeding that R. H. Johnson, individually, was a “cause” 
of the NASD’s order of expulsion within the meaning of 
Section 15A(b)(4), quoted above. This has the same effect 
as the Commission’s finding, under review in the present 
case, that R. IT. Johnson was a “cause” of its order of revo¬ 
cation. Either or both “cause” findings make R. H. John¬ 
son (and firms with which he may associate) ineligible for 
membership in the NASD, except with the approval or at 
the direction of the Commission if it finds it appropriate in 
the public interest so to approve or direct. 

Since the earlier proceeding was initiated by the NASD 


3 Exclusion from membership may have economic consequences, 
as members may accord to each other discounts which are nor- avail¬ 
able to non-members. 
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under the provisions of the Act providing for self-regula¬ 
tion of the industry, it determined only questions of status 
in tiie NASD. It did not, and could not, determine the pro¬ 
priety of the Firm’s continuing to engage in the broker- 
dealer business as such. Following the conclusion of the 
earlier litigation, the Commission instituted the present 
proceeding to determine this further question under Sec¬ 
tion 15(b) of the Act (as well as the related question under 
Section 15A(b)(4) which we have just discussed). Evidence 
was again taken with reference to the trading in the Eases’ 
account, and the inquiry was broadened by taking evidence 
also with reference to five other accounts. After extensive 
hearings with respect to the many hundreds of transactions 
that had been effected in these accounts, the Commission 
issued its Findings and Opinion (10421-10443), and the 
Order of November 16, 1955 which is now before this Court 
for review (10444). 

b. Basis for the order 

The Commission found that the Firm, together with or 
aided and abetted by R. H. Johnson and certain employees, 
wilfully violated Section 17(a) of the Securities Act of 1933, 
15 U.S.C. 77q(a), Sections 10(b) and 15(c)(1) of the Secqri- 
ties Exchange Act of 1934, 15 U.S.C. 78j(b) and 78o(c)(|l), 
and Rules X-10B-5 and X-15C1-2 under the last two sec¬ 
tions, 17 C.F.R. § 240.10b-5 and 240.15cl-2, by seeking and 
obtaining the trust and confidence of customers who were 
uninformed or inexperienced in securities matters, and who 
would rely upon salesmen’s advice, and inducing such cus¬ 
tomers to effect transactions which were excessive in volume 
and frequency in view of their resources and the character 
of the accounts, and by taking secret profits in some of the 
transactions. The provisions violated overlap to some ex¬ 
tent. They broadly prohibit (in connection with securities 
transactions) “any transaction, practice or course of busi¬ 
ness which operates or would operate as a fraud or deceit” 
upon customers, and the making of statements which are 
untrue or misleading because of “omission to state a ma¬ 
terial fact.” The main issues before this Court turn upon 
whether the Commission properly found transactions or a 
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course of business by the Firm in wilful violation of these 
provisions. 

c. The Facts 

The Firm was formed in 1935 by R. H. Johnson, who has 
at all times been its dominant partner and virtually the 
sole source of its capital. During the period under con¬ 
sideration, the Firm maintained its principal office in New 
York City, branch offices in Boston and Philadelphia, and 
up to 12 sales offices, including one in Providence, R. I., 
and at times employed in excess of 100 salesmen. The Firm 
had approximately 20,000 customer accounts, of which be¬ 
tween 4,000 and 5,000 accounts were active in 1950 (9596). 
Four of the accounts involved in these proceedings were 
serviced in the Boston office, one in the Providence office, 
and one in the principal office which is the resident office 
of Johnson. 

The transactions involved were effected in the accounts 
of Mrs. Sarah P. Eaves and Miss Dorothy Eaves by Caswell 
Sharpe of the Firm’s Boston office; in the accounts of Mr. 
Pasquale Vitagliano, Miss Lillian L. Jones, and Mrs. Muriel 
E. Bourne by Owen H. Woods of the same office; in the ac¬ 
count of Mi-. Archibald McLaughlin by John J. Quinn of 
the Providence office; and in the accounts of Mr. Ervin S. 
Ferry and Miss Alice Ferry by Sidney S. Lewis of the New 
York office. The background, knowledge and experience of 
these customers in securities matters, their relationship to 
the salesmen, and the transactions, are set forth briefly 
below. A more detailed description is contained in the Com¬ 
mission’s Opinion (10425-10436). 

Sarah P. and Dorothy Eaves 

Mrs. Sarah P. Eaves, an elderly widow, and her spinster 
daughter, Miss Dorothy Eaves, had no financial background 
or experience (826, 828). After Mr. Eaves died, Miss 
Eaves’ uncle took care of all of their affairs until his death 
(827-828). Sharpe, a securities salesman, solicited their 
business (S32, S37) and managed their account thereafter. 
They made no sales or purchases between the time of the 
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uncle’s death and Sharpe’s taking over (836-837). 4 From 
the time the account was opened in 1943 until 1949, when it 
was closed, they did no securities business with anyone other 
than Sharpe (851), nor consulted anyone else (851-2)/’ Mrs. 
Eaves told Sharpe she wanted “safe things that would bring 
in income” and did not want “to speculate or touch prin¬ 
cipal” (840).' : They told him they had “no experience 
whatsoever in the securities field” (848). 

Sharpe concedes that practically every transaction ef¬ 
fected in the Eaves account was on his recommendation 
(1843, 1819). Mrs. Eaves had absolute confidence in Sharpe 
(855) and stated repeatedly that “I don’t believe Mr. Sharpe 
could be more interested in mv welfare if he were mv own 
son” (857). Sharpe concedes that he had their complete 
trust and confidence (1S19, 1843). Those ladies placed 
with petitioners for investment a sum in excess of $50,000 
(10213, 10217) 7 and over a six-year period there werejef- 


4 Petitioners’ statement that the Eaves ladies “apparently” made 

substantial investments before meeting Sharpe is contrary to The 
evidence. j 

5 Finally in 1949 Miss Eaves did seek outside advice and then 

closed the account and filed the complaint with the NASD that gave 
rise to the earlier proceeding. j 

c Petitioner attempts to create the impression that the Eaves had 
abandoned this position to get more money. Nothing is further 
from the truth. Miss Eaves did state that they “wanted all the 
money they could get” but purely on the basis of income. “Divi¬ 
dends were our main idea and to be safe; never to speculate or to 
gamble; never.” (927) When her mother became ill, she had heavy 
expenses and “needed more money naturally but not at the expense 
of her principal” (928). 

7 These citations and several subsequent ones in this brief involv¬ 
ing computations and arithmetical results are to the Recommended 
Decision of the Commission’s Hearing Examiner. We believe that 
these citations will be convenient for the Court since they are the 
results of tabulations of ledger accounts, confirmations, trading 
tickets, etc., which are in the record but which would be incon¬ 
clusive in themselves as references unless the Court should assutne 
the onerous task of making such compilations. Moreover, petitioner 
took no exceptions to such mathematical computations and under 
the Commission’s Rules of Practice “Objections to an intermediate 
decision not saved by exception filed pursuant to this rule will be 
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fected 644 transactions (346 purchases and 298 sales) total¬ 
ing over $1,000,000. Of the 346 purchases, the securities 
acquired in 216 of them were sold within six months. Eighty- 
one percent of the purchases were reversed within one year. 
Over 50% of the transactions involved purchases, sales, re¬ 
purchases, and resales of 55 securities. Twenty-three re¬ 
purchases occurred within three months of the sale, and 
42 others within six months after the sale. Some securities 
were repurchased up to eight times. In a number of in¬ 
stances the repurchase was at a higher price than the price 
at which it had been sold (10213-10218, 9410-9427). 

One hundred and one purchases were effected between a 
dividend declaration date and the ex-dividend date 8 so that 
the dividends received were actually merely a return of 
capital. Miss Eaves thought ex-dividend meant extra divi¬ 
dend and she thought she was receiving some extra money 
(863-864, 883-886, 10211-10212, 10216). 

As a result of these manipulations, the net capital in the 
account decreased $24,384.° Petitioners’ commissions and 
profits in this account amounted to $24,299. 10 

deemed to have been abandoned and may be disregarded” Rule 
X(b), 17 C.F.R. § 201.10b. In any event, we do not understand 
that petitioner disputes any of the actual arithmetic. 

8 The ex-dividend date is the date, set by the exchange or NASD 
rules, upon which the security commences to be traded without the 
purchaser being entitled to receive the dividend. Generally the 
market drops on that date by the approximate amount of the divi¬ 
dend, since the prior price included payment for the dividend. 

9 In petitioners’ statement of facts with respect to the Eaves 
account, they ignore the S24.3S4 decrease in net capital in the Eaves 
account and state only that there was a “net loss on purchases and 
sales” in the amount of S8.079.33. The difference between his figure 
and that set forth above (and also in the Commission’s Opinion) is 
that the account suffered unrealized capital losses in the amount of 
an additional $16,210.77. (9410-9427) That is, at the end of the pe¬ 
riod under review, the securities remaining in the account were worth 
$16,210.77 less than the price that the Eaves had paid for them. 
Whereas, petitioners assert in their brief that the Eaves received “a 
return on investments of slightly in excess of 5% per annum,” the 
fact is that their loss of capital more than wiped out all of the divi¬ 
dends that they received over the years in question. 

10 Whatever argument petitioners now make to attempt to justify 
these manipulations, it is noteworthy that in the earlier proceeding 
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Petitioners’ attempt to belittle the value of Miss Eases’ 
testimony because of her emotional reactions is without 
merit. In view of the belligerent and grueling examina¬ 
tion conducted by petitioners’ counsel immediately fol¬ 
lowing upon her mother’s death, we submit that her testi¬ 
mony is unusually clear, consistent and truthful. That she 
indicated a hostility to petitioner and his salesmen is to be 
expected. Any other attitude would be hypocritical. 

Pasquale Vitaglicmo 

Neither Mr. Vitagliano, an uninformed disabled veteran 
(974) whose schooling stopped at the fourth grade (1002), 
nor his wife who worked in a factory (975), had ever bought 
any securities until Vitagliano met Woods (977, 980-981). 
He had his entire life’s savings (1032), some $41,000 ! , in 
banks which furnished little return. He mentioned that 
fact to a friend who sent Woods to see him (977-978). He 
told Woods that he had never invested in securities (988- 
9S9) and that he was relying upon him for guidance (989). 
Woods was the only person Vitagliano consulted in regard 
to securities, although he consulted newspapers and read 
with some difficulty reports received from companies; of 
which he was a stockholder (989, 1058). In July 1950, 
Woods had told him that business would be good because 
of the Korean war (992-993) and that he had a chance to 
make $100,000 (993). When he told Woods he had no more 
cash, Woods arranged bank loans for him and opened a mar¬ 
gin account (993). He never met the bankers or any of 
their representatives (997-998, 1023). He never knew that 
he was paying interest to R. H. Johnson & Co. on the debit 
balances in the margin account (1001). 

Of the 13 purchases made in the early part of 1950, at a 
cost of about $36,000 (covering generally the original in¬ 
vestment of Vitagliano’s funds) 7 were selected and rec¬ 
ommended by Woods and 6 were selected by Vitagliano 
from newspapers on the basis of the dividends paid, and 


based on this same account it was conceded that “there was sub¬ 
stantial overtrading in the account” and “that the account suffered 
substantial losses.” Johnson v. SEC, supra, 198 F. 2d at 694. 


approved by Woods for purchase (978-986). After the 
opening of the margin account in July 1950, however, Woods 
commenced the practice of buying and selling for Vita¬ 
gliano’s account without his knowledge. He knew nothing 
of these transactions until the confirmations started coming 
in like “a continuous parade” (1005). At first he made no 
objections, believing that the margin agreement he had 
signed constituted a power of attorney over his account 
(1006,1002-04) and that Woods was an expert (1006). After 
about six months (1007) he started to “get suspicious that 
things were going wrong” and wanted to get his agreement 
back and, although its return was promised repeatedly, the 
promises were not fulfilled (1007) and he finally settled 
for a written statement by Woods that future sales or pur¬ 
chases would be made only on his written authorization 
(1013, 9271). Nevertheless, Woods continued to effect pur¬ 
chases and sales in his account without his knowledge 
(1016). Even as to those transactions on which he was 
consulted he followed Woods’ suggestions in almost every 
instance (1058). 11 

Vitagliano placed with Woods for investment some $35,- 
000 in cash plus the proceeds of the bank loans of $90,000 
suggested and arranged by Woods (993, 1006, 1022). In a 
little over two years, Woods effected 171 transactions (87 
purchases and 84 sales) in the amount of some $762,000. 
About 82% of the purchases were reversed within one year. 
Twenty-four purchases and 25 sales involved only 3 secu¬ 
rities. As a result of these manipulations the account sus¬ 
tained a loss of some $25,000. The Firm’s profits and 
commissions from this account amounted to over $19,000 
(10304-10313). 

Vitagliano did not know the difference between principal 

11 Petitioners’ brief refers to a telegram from Johnson asking 
Vitagliano to meet him and infers that Vitagliano ignored this 
request. What actually happened is that Woods called him and 
told him it was not necessary for him to go but that Woods would 
"fix it up” for him with Johnson (1018-1019). Vitagliano assumed 
that the telegram was with reference to a margin call on him by 
Johnson for $6,000 (1019). 
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and agency transactions (1008-1009). He erroneously 
thought petitioner was a member of the New York Stock 
Exchange and he did not know that his transactions were 
executed on the Exchange by member firms, and that of the 
commission shown on the confirmation, the charge of the 
Stock Exchange Firm represented only about one-fifth, and 
that about four-fifths was taken by petitioner (1038- 
1041). 12 | 

Lillian I. Jones 

Miss Jones, retired secretarial worker (1096), had' in¬ 
herited $100,000 (1097) some of which had been invested 
in securities through another firm (1098-1100). In response 
to a newspaper advertisement by petitioner offering secu¬ 
rities advice she wrote to the Johnson firm and Woods 
called upon her and solicited her business (1101-1102). 
After making inquiry as to the firm’s reputation she opened 
an account with petitioner (1103). Shortly thereafter at 
Wood’s suggestion, she opened a margin account (lllO). 
With one exception, all purchases were selected by Woods 
(1109, 1122), and she consulted no one except Woods re¬ 
garding her financial affairs (1122) except for occasional 
references to financial reports to which she subscribed 
(1122). She did not know how much profits were received 
by Johnson on principal transactions (1132). Miss Jones 
placed with Woods for investment some $35,000 plus the 
proceeds of a bank loan of $35,000. There were 122 trans¬ 
actions effected in three years (57 purchases and 65 sales) 
in a gross amount of $470,000. About 77% of the purchases 

’"The table below shows the totals in three of these account^ of 
the commissions charged to the accounts on Stock Exchange trans¬ 
actions, and the amounts thereof retained by the Stock Exchange 
firms and by Johnson (pennies omitted): ; 

Charged to Retained by Retained by 
Account Member Firm Johnson 


Vitagliano. 516,098 53,115 512,982; 

Jones. 3,801 737 3,063' 

Bourne. 1,707 329 1,377 


(Doc. 256, pp. 10-009-10,013, Appendix 28, tabulating the evidence in Docu¬ 
ments S3, 81, 34, 38, 85.) 


! 
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were reversed within a year. The net capital in the account 
increased $3,224.77, 13 and the Firm’s commissions and 
profits amounted to $9,527.93 (10252-10261). Twenty-two 
of the purchases were of listed securities purchased through 
member firms on an Exchange and the commissions of 
$3,063 realized by petitioner from these transactions were 
obtained by charging the account overriding commissions 
four times the amount charged bv member firms. See foot- 
note 12, supra. 

Muriel E. Bourne 

Mrs. Bourne is postmistress and operates a general store 
in a small rural town (1239-1242). Her husband is a truck 
driver (1241). Woods called on her when she returned 
a reply card sent by the Firm (1245) and induced her to 
open an account with the Firm (1249). She stated that she 
was “ignorant in stocks” (1251) that “I don’t know stocks, 
so he [Woods] would have suggested what stock was good. 
I placed my faith in him. A stock did not mean too much 
to me. If it paid dividends, I thought it was a good stock” 
(1251). She selected none of the stocks bought for her ac¬ 
count since she respected Woods’ judgment. “I thought 
he knew more about it than I did” (1255). Whenever he 
sold stocks she was agreeable to it (1258). 

Mrs. Bourne invested with Woods some $8,000. In less 
than three years there were 58 transactions (27 purchases 
and 31 sales) totaling $107,000. Sixty-seven percent of the 
purchases were reversed within a year. The net capital 


13 Petitioners state, in their statement of facts with respect to the 
Jones account, that the account had “net gains,” apart from divi¬ 
dends. of S16.S98.99. The apparent discrepancy between this figure 
and that set forth above results from the fact that here (as in their 
statement of the Eaves account) petitioners ignore the unrealized 
losses in the account, in the amount of SI0.851.01, and interest 
charged the customer by the Firm, in the amount of S2.203.64, and 
certain miscellaneous charges. (9436-9444, Doc. 141). 
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in the account decreased by $3,348.86. 14 Petitioners’ profits 
and commissions amounted to $2,400 (10270-10275). Four¬ 
teen of the purchases were of listed securities and the peti¬ 
tioner charged the account overriding commissions fof it¬ 
self about four times the amount charged by the stock ex¬ 
change firms who executed the orders. See footnote 12, 
supra. 

i 

Archibald McLaughlin 

Mr. McLaughlin, a steamfitter (1138), had never bought 
or sold securities prior to his sister’s death (1139). She 
bequeathed to him about $25,000 in securities (1139). The 
sister’s account had been handled by Quinn (1139), who 
learned that Mr. McLaughlin would inherit the estate (1140) 
and solicited his business (1140). Shortly thereafter Quinn 
joined petitioner Firm (1142). Meanwhile, due to a delay 
in settling the estate McLaughlin was induced to open an 
account with his own money (1146). He told Quinn that 
he had never bought or sold securities before (1152), and 
Quinn told him that he had taken care of the sister’s account 
for a long time and that he knew the best buys. McLaugh¬ 
lin always followed his advice (1172). McLaughlin did 
not know the difference between a principal and agency 
transaction (1177-1178). Quinn told McLaughlin that of 
the commissions charged, the stock exchange received 5%, 
Johnson received 1% and Quinn received a fraction of that 
1 r /r (1179). McLaughlin placed with Quinn for investment 
some $42,000 plus the proceeds of bank loans of $33,000, 
suggested and arranged by Quinn. In a fourteen-month 
period, there were SO transactions (44 purchases and 36 
sales) totaling $199,000. Twenty-two of the purchases 
were sold within six months. The net capital increased 


" Petitioners state, in their statement of facts, that this account 
had “gains,” apart from dividends, in the amount of $377.80. Again 
thev ignore unrealized losses ($2,731.10) and interest chairges 
($995.56). (9428-9431. Doc. 137, 138). I 
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$4,302. 15 The Firm’s profits and commissions amounted to 
$7,000 (10283-10292). 

When McLaughlin received his sister’s securities they 
were sold for $25,041. At Quinn’s recommendation, he in¬ 
vested $24,759 in shares of Franklin Custodian Funds, an 
investment company of which Johnson was the sole stock¬ 
holder. McLaughlin was charged a sales load of 8%%. 
By the terms of the public offering, if the purchase had 
been over $25,000, only a sales load of 5% could have been 
charged. Had McLaughlin been informed of this and had 
he expended the small remainder in the account to bring 
the amount up to $25,000, a sum less than $300, the sales 
load would have been reduced by over $700 (10288-10289). 

Ervin S. Ferry 

Professor Ferry was head of a university physics de¬ 
partment until his retirement in 1932 at the age of 65 (364) 
and his sister Alice, now deceased (364), was a retired 
schoolteacher (366). Professor Ferry had a university 
pension of $1,200 (379) and his only other income was 
from investments (367). In 1943, Lewis, then in business 
for himself, solicited their business stating that the sales¬ 
man handling their accounts was making excessive charges 
and that he, Lewis, could do better for them (368). Ferry 
told Lewis that they knew nothing about investments, that 
security was what they wanted, and they didn’t care to in¬ 
vest on a gamble and a big income, but wanted securities 
that were safe and wouldn't fluctuate much (379). Later 
Lewis joined the Johnson firm and took the Ferry accounts 
with him (401). All purchases were recommended by Lewis 
(384) and they had no connections with anyone else (385, 
402). Ferry and his sister placed full faith and confidence 
in Lewis (402, 403, 407) and depended on Lewis’ integritv 
(419). 


15 The minor discrepancy between this figure and petitioners’ 
statement that the account reflected “gains” of S3.866.71. represents 
unrealized profits and certain minor charges which petitioners have 
not taken into account. 
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The Ferrys placed with Lewis for investment some $45,- 
000. In a period of 3M> years there were effected 348 trans¬ 
actions (221 purchases and 127 sales) totaling $560,000. 
Eighty-eight percent of the purchases were reversed within 
one year. The account suffered a capital loss of $13,- 
357.56. 1,5 Petitioners’ profits and commissions amounted to 
$32,000 (10225-10244). 

In 134 transactions the confirmations were stamped with 
a legend stating in percentages or points petitioners’ maxi¬ 
mum gross profit on the transaction. In 107 of these trans¬ 
actions the actual profit was substantially more than that 
stated. In 91 of the transactions the confirmation stated 
that 5% was the maximum whereas the actual profits 
ranged from 7% to 59%. In 50 other transactions the con¬ 
firmations bore the legend “Negotiated Transaction” which 
Ferry understood to mean that the profit exceeded 5%.: In 
30 of these transactions the mark-up exceeded 43%. In 23 
other cases in which unstamped confirmations w’ere : de¬ 
livered, the mark-ups, with one exception, ranged from 15% 
to 57% (10239-10242). 

• # # * * 

Petitioners deny knowledge of and responsibility for the 
foregoing transactions. They set forth their arguments in 
this regard both in their statement of facts and in Point III 
of their Argument. In order to avoid unnecessary repeti¬ 
tion, for the convenience of the Court, we shall discuss pe¬ 
titioners’ responsibility for the violations primarily in the 
Argument. See particularly our Point II. Preliminarily, 
however, we set forth here the facts relating to the Firm’s 
general structure and handling of records as to which there 
is no dispute. 

P. II. Johnson has his headquarters in the Firm’s Hew 
York office. All of the permanent records of the Firm are 
maintained in this office (154). After reporting their 

10 The difference between this figure and the smaller loss stated in 
petitioners’ brief again reflects their failure to take into account 
unrealized losses in the account in the amount of §4,390.65. (9473- 
9496, Doc. 150.) 
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transactions to said principal office, the branch and sales 
offices of the Firm received only copies of memoranda relat¬ 
ing thereto from the principal office (116). 

The trading department of the principal office executed 
orders submitted by salesmen employed in New York, New 
Jersey and parts of Pennsylvania. The Boston office, until 
December 1953, executed all purchases and sales derived 
from salesmen operating out of this branch office, as well 
as the sales office located in Providence (300, 299, 648). By 
means of direct teletype communications, the details of each 
and every transaction concluded by the Boston office were 
transmitted on a daily basis to the New York office and there 
entered upon the permanent records of the Firm. Con¬ 
firmations of each transaction, including those executed by 
the Boston branch office, were then prepared in Now York 
and a copy thereof mailed directly to the customer. Dup¬ 
licate confirmations were also sent to the branch office in¬ 
volved. Upon request, the New York office furnished the 
customer, or any branch office involved with a complete 
transcript of the customers’ accounts (816). 

SUMMARY OF ARGUMENT 

Point I. This case, like Norris & Hirshberg v. SEC, 85 
App. D. C. 56, 174 F. 2d 969 (C.A.D.C., 1949), is a case of 
flagrant over-trading of the accounts of naive and trusting 
customers by a securities broker and dealer, for its own gain 
and contrary to customers’ best interests, in wilful violation 
of the anti-fraud provisions applicable to such brokers and 
dealers (Section 17(a) of the Securities Act of 1933, Sec¬ 
tions 10(b) and 15(c)(1) of tlie Securities Exchange Act 
of 1934 and Rules X-10B-5 and X-15C1-2 thereunder). An 
essential objective of these provisions is “to protect those 
who do not know market conditions from the overreach- 
ings of those who do.” Charles Hughes v. SEC, 139 F. 2d 
434 (C.A. 2, 1943), cert, denied. 321 U.S. 786. In every one 
of the accounts here involved, the trading induced by the 
Firm was more excessive than the trading in the most ac¬ 
tively traded account in the Norris & Hirshberg case. In 
each of the innumerable transactions the Firm took sub- 
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stantlal commissions or profits which, in aggregate, were 
so great as substantially to wipe out all investment income 
in such accounts, or all capital gains, or both, notwithstand¬ 
ing the fact that general market prices increased greatly 
during the period in question. ; 

The customers involved were uninformed or inexperi¬ 
enced in securities matters and generally relied on the ad- 
vice of the Firm’s salesmen with respect to securities trans¬ 
actions. Under the circumstances there was a relationship 
of trust and confidence between the Firm and these par¬ 
ticular customers, and the Firm was under a duty to act 
in their best interests in effecting transactions in their 
accounts. 

If petitioners’ brief be construed as denying that the 
trading was excessive in the Eaves account, their position 
is inconsistent with that taken in the prior proceeding re¬ 
sulting in their expulsion from membership in the NASD, 
as they there conceded that there was “substantial over¬ 
trading” in that account. /?. II. Johnson & Co. v. SEC, 198 
F. 2d at 694. The Commission properly concluded that the 
practices here involved were in wilful violation of the anti¬ 
fraud provisions. 

Point II. The wilful violations described above are 
chargeable to the Firm and R. H. Johnson, its dominant 
partner. As the Second Circuit found in the earlier John¬ 
son case (198 F. 2d at 696), Johnson ‘signally failed to 
provide any adequate supervision [over salesmen] although 
his extensive control put upon him that responsibility.” 
Moreover this failure to provide adequate safeguards 
against excessive trading continued despite notice of the 
necessity of controlling salesmen to prevent abuse. 

With respect to the related question whether R. II. John¬ 
son was a “cause” of the Commission’s order of revoca¬ 
tion, the record here requires the same conclusion that was 
reached by the Court of Appeals for the Second Circuit 
in the earlier case, that is, that “Johnson’s irresponsible 
behavior with respect to supervision amounted to such reck¬ 
lessness as to justify the finding that he was a ‘cause,’ ” 
within the meaning of Section 15A(b) (4). 198 F. 2d at 697. 


IS 


Point III. The Commission’s determination that it was 
necessary and appropriate to revoke the Firm’s registra¬ 
tion (and the registration of the related corporate peti¬ 
tioner) for these wilful violations is fully justified on the 
record and was in any event an allowable exercise of ad¬ 
ministrative discretion. Revocation of registration is not 
a penalty, but rather the means provided by Congress for 
excluding from the securities business those from whom in¬ 
vestors might suffer harm in the future. As the Court of 
Appeals for the Second Circuit stated in the prior Johnson 
case, “the Commission properly considered previous dis¬ 
ciplinary action taken against the firm” in determining the 
question of public interest. 198 F. 2d G97. 

ARGUMENT 

Point I. The Commission’s findings of wilful violation are 
in accordance with law and supported by substantial 
evidence. 

The Commission found wilful violations of the anti-fraud 
provisions of the Securities Act of 1933 and the Securities 
Exchange Act of 1934 in transactions effected by the Firm in 
accounts of six of its customers. Specifically the Commis¬ 
sion found (10440): 

The customers involved were uninformed or inex¬ 
perienced in securities matters and generally relied 
upon the salesman’s advice with respect to their se¬ 
curities transactions. Under these circumstances, 
Sharpe, Woods, Lewis and Quinn [salesmen of the 
Firm] occupied a position of trust and confidence with 
respect to these customers and were under a duty to 
act in their best interests in effecting transactions in 
their accounts. Instead, they dsed that relationship to 
cause an excessive number of transactions in the ac¬ 
counts by recommending such transactions, which fre¬ 
quently involved multiple trading in the same security 
and switches from one security to another, and by ef¬ 
fecting transactions without prior authorization, as in 
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the [Vitagliano] and [Jones] 17 accounts. We cannot 
accept registrant’s contention that the accounts were 
trading rather than investment accounts, and we note 
that Sharpe concedes the [Eaves] account was ah in¬ 
vestment account. It is evidence that the salemen Were 
motivated by the desire to produce income for them¬ 
selves as well as registrant by inducing an undue num¬ 
ber of transactions on which commissions and profits 
could be taken without regard to the interest of the 
customers and in violation of the fiduciary duty which 
they owed to them. In addition, in violation of such 
duty, secret profits were taken through the practice of 
confirming transactions as principal either without any 
disclosure or without correct disclosure of the amount 
of profit taken. Nor was appropriate disclosure made 
of the saving available had the shares of the Funds 
been purchased by Mr. [McLaughlin] at, instead of 
slightly below, the break-point, or of the fact that:the 
commissions charged in the agency transactions in 
listed securities in the [Vitagliano, Jones and Bourne] 
accounts were many times greater than they would have 
been had such transactions been handled directly by a 
member firm. (Original footnotes omitted.) 

The Commission concluded that these transactions and 
practices constituted a wilful violation or violations of Sec¬ 
tion 17(a) of the Securities Act of 1933 and Sections 10(b) 
and 15(c)(1) of the Securities Exchange Act of 1934 and 
Rules X-10B-5 and X-15C1-2 under the latter statute. Sec¬ 
tions 10(b) and 15(c)(1) of the Exchange Act prohibit the 
employment of any “manipulative,” “deceptive” j or 

“fraudulent” device or contrivance in contravention: of 

! 

Commission rules. The Commission’s Kules X-10B-5 and 
X-15C1-2 under these sections arc similar to Section 17(a) 
of the Securities Act of 1933 (also found to have been vio¬ 
lated), which provides: 


17 The Commission’s opinion identifies the customers by initial, 
rather than by full name. 
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Sec. 17. (a) It shall be unlawful for any person in 

the offer or sale of any securities by the use of any 
means or instruments of transportation or communica¬ 
tion in interstate commerce or by the use of the mails, 
directly or indirectly— 

(1) to employ any device, scheme, or artifice to 
defraud, or 

(2) to obtain money or property by means of any 
untrue statement of a material fact or any omission 
to state a material fact necessary in order to make 
the statements made, in the light of the circumstances 
under which they were made, not misleading, or 

(3) to engage in any transaction, practice, or course 
of business which operates or would operate as a 
fraud or deceit upon the purchaser. 

While this section applies only to sales, the Commission’s 
rules under the Exchange Act extend the prohibition to 
purchases also. 

An answer to the petitioners’ argument that the Commis¬ 
sion’s reasoning and conclusions were arbitrary and capri¬ 
cious would not be complete without a brief reference to the 
history of these statutory provisions, and prior decisions of 
the Commission and the Courts. 

The Congress, in enacting the Securities Act of 1933, re¬ 
garded securities as “intricate merchandise.” II. R. Rep. 
No. 85, 73d Cong., 1st Sess. (1933), p. 8. In his message 
to Congress recommending that legislation, the President 
stated (id at 2): 

This proposal adds to the ancient rule of caveat 
emptor, the further doctrine “let the seller also be¬ 
ware.” It puts the burden of telling the whole truth 
on the seller. It should give impetus to honest dealing 
in securities and thereby bring back public confidence. 

The next step in the Congressional program for safe¬ 
guarding investors in securities was the adoption of the 
Securities Exchange Act of 1934. In Archer v. Securities 
and Exchange Commission, 133 F. (2d) 795, 803 (C.A. 
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8, 1943), cert. den. 319 U.S. 767, June 7, 1943, affirming a 
Commission order of revocation of a dealer’s registration 
under the Act, the court said: 

The business of trading in securities is one in which 
opportunities for dishonesty are of constant recurrence 
and ever present. It engages acute, active minds, 
trained to quick apprehension, decision and action. The 
Congress has seen fit to regulate this business. Though 
such regulation must be done in strict subordination to 
constitutional and lawful safeguards of individual 
rights, it is to be enforced notwithstanding the frauds 
to be suppressed may take on more subtle and involved 
forms than those in which dishonesty manifests itself 
in cruder and less specialized activities. 

The Court of Appeals for the Second Circuit in affirming 
another broker-dealer revocation order in Charles Hughes 
v. SEC , 139 F. 2d 434, 437 (1943), cert, denied, 321 U.s!; 786 
stated: 

Even considering petitioner as a principal in a simple 
vendor-purchaser transaction (and there is dpubt 
whether, in several instances at least, petitioner was 
actually not acting as broker-agent for the purchases, 
in which case all undisclosed profits would be for¬ 
feited), it was still under a special duty, in view of its 
expert knowledge and proffered advice, not to take ad¬ 
vantage of its customers’ ignorance of market condi¬ 
tions. The key to the success of all of petitioner’s deal¬ 
ings was the confidence in itself which it managed to 
instill in the customers. I 

i 

i 

***** 

I 

We need not stop to decide, however, how far com¬ 
mon-law fraud was shown. For the business of selling 
investment securities has been considered one peculiarly 
in need of regulation for the protection of the investor. 

* * * * * ; 


l 
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The essential objective of securities legislation is to 
protect those who do not know market conditions from 
the overreachings of those who do. 

In Norris <£ Hirshberg, Inc., v. SEC, 85 App. D. C. 268, 
273,177 F. 2d 228, 233 (1949), a case which, like the present 
one, involved the over-trading of customers’ accounts and 
other deceptive practices, this Court noted that “it has long 
been recognized by the federal courts that the investing and 
usually naive public needs special protection in this special¬ 
ized field.” See also Arleen IF. Hughes v. SEC, 85 App. 
D. C. 56, 62,174 F. 2d 696, 975 (C.A.D.C. 1949). 

The anti-fraud provisions of the federal securities laws 
are designed broadly to protect those who are not expert 
in securities matters from the over-reaching of those who 
are. While these protections apply in cases where the 
parties may be considered as dealing at arm’s length (as 
in the Charles Hughes case, supra), they apply with espe¬ 
cial force where a securities firm represents that it is acting 
for a customer, or in his interest, rather than at arm’s length, 
and the customer substantially entrusts the management of 
his investments to the firm in reliance on its representation. 
In such a case the firm is the customer’s agent or fiduciarv. 
As this Court stated in Earll v. Picken, 72 App. D. C. 91, 97, 
113 F. 2d 150, 156 (1940): 

He who would deal at arm’s length must stand at arm’s 
length. And he must do so openly as an adversary, not 
disguised as a confidant or protector. 

Where it is thus in a fiduciary relationship towards a cus¬ 
tomer, the firm is obligated to communicate to him all ma¬ 
terial facts in connection with the transaction of which the 
firm has notice, including all facts which the firm “should 
realize have or are likely to have a bearing upon the de¬ 
sirability of the transaction from the viewpoint of the” 
customer. Restatement, Agency (1933) § 390, comment a. 
These include the nature and extent of the firm’s adverse 
interest in the transaction, if any. Arleen TF. Hughes v. 
SEC, 85 App. D.C. 56, 62-3, 174 F. 2d 969, 975-6 (C.A.D.C. 
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1949). Of course, fiduciary obligations cannot be avoided 
merely by the firm’s choosing to send the customer a con¬ 
firmation in which it states that it is acting as “principal.” 
Loss, Securities Regulation, (1951) p. 867. Cf . Arleen' W. 
Hughes v. SEC, supra, 85 App. D. C. at 63, 174 F. 2d at 976. 

These, broadly, are the legal principles pertinent to the 
Commission’s findings of violation. Since in large measure 
the abuses in this case involved the “churning” of cus¬ 
tomers’ accounts, that is, inducing excessive trading in such 
accounts for the profit of the broker-dealer and contrary 
to the customers’ best interests, we turn now to specific 
consideration of that problem. 

The Commission has considered the problem in a number 
of opinions. 18 In the Norris & Hirshherg case, one of the two 
cases in which a Federal Appellate Court has reviewed a 
finding by the Commission of excessive trading, this Court, 
in affirming the Commission’s order, stated: 

An analysis of one customer account reveals the as¬ 
tonishing proportions which this excessive trading 
practice of petitioner could, and did, assume. 

From October, 1937, through 1941 this account 
“bought” about $1,400,000 and “sold” about $1,300,000 
of securities with an average net investment of only 
$323,500. The account made 266 purchases and 191 
sales during that period. About 170 of those purchases 
were made on the same day as sales. As applied to the 
five specialty securities the figures demonstrate that 
the account made 117 purchases and 67 sales. Of the 
117 purchase transactions 37 followed intervening 
sales of the same security. This means that this in- 

18 E. H. Rollins & Sons, Inc., 18 SEC 347 (19451; Norris & Hirsh- 
bcrg v. SEC, 21 SEC 865, 891 (1946), aff'd , Norris <fc Hirshherg v. 
SEC, 85 App. D.C. 268, 177 F. 2d 228 (C.A.D.C. 1949); Behel, 
Johnson & Co.. 26 SEC 163 (1947); Walter S. Grubbs, 28 SEC 323 
(1948). The Commission has also affirmed, on review, similar action 
taken by the NASD, Thomas A. Stewart, 20 SEC 196 (1945); 
R. H. Johnson & Co., Securities Exchange Act Release No. 4694 
(1952), aff’d, R. H. Johnson <fe Co. v. SEC., 198 F. 2d 690, (C.A. 2, 
1952), cert, denied 344 U-S. 855 (1952) 
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dividual account went in and out of the five specialties 
an aggregate of 74 times. 14 

* # # # # 


With this trading practice in mind it is not difficult to 
perceive why petitioner realized, during the period at 
issue here, $530,000 in gross trading profits while its 
customers realized only $53,000. It also helps explain 
why the securities of customers held long in margin 
accounts showed unrealized losses of $285,000 at the 
end of that period. All this occurred, it will be remem¬ 
bered, while the trusting clients were all convinced that 
petitioner was acting for them and in their best in¬ 
terest. We cannot visualize any circumstances to 
which the statutory phrase “manipulative, deceptive, 
or other fraudulent device or contrivance applies more 
aptly than the present one. 

# * # # * 


We believe that the Securities Act and the Securities 
Exchange Act were designed to prevent, among other 
things, just such practices and business methods as have 
been shown to have been indulged in by the petitioner 
in this case. Those practices described above when 
viewed in the setting portrayed in this record can only 
be described as manipulative, deceptive, and fraudu¬ 
lent. 


14 While the account analyzed above shows perhaps 
the most excessive trading from a volume standpoint, 
the record demonstrates that it is by no means an 
isolated example. 

The only other excessive trading case in which judicial 
review of the Commission’s action has been sought is the 
earlier R. II. Johnson case, in which the Firm was expelled 
by the NASD. As noted above, the NASD’s action in the 
former case was affirmed by the Commission and the Court 
of Appeals for the Second Circuit and certiorari was denied. 
While one would ordinarily look to that case for legal prece- 
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dent both on the general problem of over-trading and on the 
particular facts here involved, that court did not have occa¬ 
sion to pass upon the question because the petitioner Firm 
conceded, among other things, that there was “substantial 
overtrading” in the only account in that case, which is the 
same Eaves account involved in the present case. 198 F. 2d 
at 694. It claimed only that the responsibility for that over¬ 
trading could not be attributed to it—a contention with which 
the Second Circuit disagreed and which we discuss, for pur¬ 
poses of the present review, in Point II, infra . 

Petitioners’ present position with respect to the question 
of overtrading is not clear. Even on the basis of peti¬ 
tioners’ own computations, it is clear that every one of the 
accounts here involved was traded more actively than the 
account that showed the “most excessive trading” in Hie 
Norris & Hirsh berg case. 19 As the Commission’s hearing 
examiner noted, an “incredible number” of transactions 
were effected (10212). 

On the basis of the evidence, the Commission concluded 
(10440): j 

It is evident that the salesmen were motivated by the 
desire to produce income for themselves as well as 
registrant by inducing an undue number of transactions 
on which commissions and profits could be taken with¬ 
out regard to the interest of customers * * *. 

i 

While the excessiveness of the trading is obvious enough 
to anyone acquainted with securities markets—and was ad¬ 
mitted by the Firm to be excessive in the prior proceeding 
with respect to the Eaves’ account—the question of evaluat¬ 
ing such trading in general is one where weight may appro¬ 
priately be given to the expertness of the agency charged 
with administration of the statute. 20 

i 

- , 

19 Sec e.g., the statistics on trading activity which petitioners s$t 
forth at the end of Point I of their brief, and compare with the 
findings in the Norris & Hirshberg case which we have just quoted. 

20 Petitioners apparently seek to justify the activity in these 
accounts by characterizing them as “trading” accounts, rather than 
as “investment” accounts. There is nothing in the securities legis¬ 
lation or rules or in industry practice that classifies accounts in this 


The charges in the present case are not directed particu¬ 
larly at the size of the Firm’s commissions and profits in 
individual transactions, but the cumulative commissions 
and profits are significant in the picture of overtrading. 
When the customers in the present case bought listed 
securities through the Firm, they were charged the usual 
stock-exchange commission (which went to the member who 
executed the transaction) and an additional commission four 
or five times as large, which went to the Firm. Similarly, 
the Firm took a 5% profit in the sale of most over-the- 
counter securities, and a larger profit in the sale of invest¬ 
ment company shares and some other securities. Such a 
cost of acquisition might reasonably be expected to cancel 

out most or all of the first vear’s income on the securities 

•> 

acquired, which would not be prohibitive for an investment 
that is to be held for some time. On the other hand when 
the salesmen recommmend that the customers turn over 
their entire portfolio every year and oftener, as in this case, 
the charge of 5% per turnover may well wipe out all income. 

This is what happened in the present case: 


manner. The Commission stated in its opinion (10440) that it could 
not “accept registrant’s contention” in this respect, and noted also 
that one of petitioners’ salesmen conceded that the Eaves’ account 
was an “investment” account. Conversely the Commission in an 
earlier case (Walter S. Grubbs , 28 SEC 323, 329 (1948)) had 
stated that it could not give “full weight” to a contention of its 
Division of Trading and Exchanges that the respondents’ obligations 
could be determined by describing a particular account as an “invest¬ 
ment” account, although the Commission nevertheless concluded that 
the transactions effected in the account were excessive. Since secu¬ 
rities accounts arc not classified as “investment” or “trading” ac¬ 
counts in law or practice, problems of overtrading cannot be resolved 
by an effort to convert these vague concepts into rigid classifications. 
The abuse is simply that a naive customer is induced to believe that 
a great volume of transactions is in his interests , when in fact the 
firm (or its salesman) is simply trying to siphon commissions or 
profits out of the account. 
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Dividends Commissions and Stock-exchange 


received in profits taken out commissions taken 
Account account* of account by Firm b out of account* 

Eaves., S23,779.04 §24,299.48 . 

Vitagliano. 5,762.25 19,140.11 $3,115,571 

Jones. 19,352.50 J 9,527.93 737.65 

Bourne. 2,991.50 2.464.11 329.59; 

McLaughlin. 5,525.79 7,005.90 ; 

Ferry. 10,412.22 32,157.07 ; 


“Sec 10215, 10217, 10311, 10259, 10274, 10291, 10243. 

b See 10218, 10312, 10274, 10291, 10243. 

°Sec Doc. 256, pp. 10,009-10,013, appendix 28, tabulating the evidence in 
Documents S3, SI, 34, 38, 85. 

d Petitioners’ brief gives a smaller figure for dividends received in the Jones 
account than appears in the Hearing Examiner’s report (10259), and we here 
use the higher figure, more favorable to petitioners. 

The actual net income in most of these accounts was less 
than would be assumed from the limited data collected in 

i 

the table. As explained in the statement of facts, a sub¬ 
stantial part of the dividends in the Eaves account was: in 
effect merely a return of capital, because of salesman 
Sharpe’s practice of buying; securities between the dividend 
declaration date and the ex-dividend date. The Jones, 
Vitagliano, Bourne and McLaughlin accounts were margin 
accounts, financed in part by bank loans, for which interest 
and certain related charges were taken out of the accounts. 
The Jones account was the only one in which the incopie 
from dividends was not in effect wiped out by transaction 
and interest costs. 

The petitioners contend, as previously noted, that the cus¬ 
tomers’ accounts here involved were “trading” accounts 
rather than “investment” accounts. In recommending file 
pursuit of trading profits to customers, the Firm’s salesmen 
were necessarily placing the customers in competition 
with professionals (specialists, floor traders, other stock- 
exchange members, and dealers engaged in “making 
markets” over the counter), compared to whom they were 
at a great disadvantage. Because their cost per transaction 
is quite small, these professionals are in a position to, and 
do, buy securities if they think they are a fraction of a point 
too low in relation to other securities, or in terms of current 
market conditions, or intrinsic worth, and sell securities if 
they think they are a fraction of a point too high. They may 
bid and offer simultaneously, with a “spread” in between 
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which assures them of trading profits in the long run. Com¬ 
petition among the professionals inevitably tends to mini¬ 
mize or correct aberrations in market prices from which 
foreseeable trading profits might be realized, and greatly 
limits, at least, the possibilities for foreseeable trading 
profits that may be available to the general public. As the 
Commission stated at p. 15 of its Report on the Feasibility 
and Advisability of the Complete Segregation of the Func¬ 
tions of Broker and Dealer , submitted to the Congress on 
June 20, 1936 pursuant to Section 11(e) of the Act: 

It is evident, therefore, that a member trading for his 
own account is in a position to trade with greater fre¬ 
quency, to assume commitments at smaller cost, to profit 
from smaller price changes, and to incur less risk of 
loss, than a nonmember. 

The same is true, of course, of a dealer engaged in “mak¬ 
ing a market” in over-the-counter securities. 

Graham and Dodd state in their treatise on Security 
Analysis (1951), at p. 40: 

* * * what may be called the mechanics of speculation 
involves serious handicaps to the speculator, which may 
outweigh the benefits conferred bv analvtical studv. 
These disadvantages include the payment of commis¬ 
sions and interest charges [and] the so-called “turn of 
the market” (meaning the spread between the bid and 
asked price) # * # . 

These competitive disadvantages and costs of trading are 
great enough as applied to a member of the public who pays 
only the normal stock-exchange commission of approxi¬ 
mately 1 c /c. If a customer is naive enough to pay five times 
what the public generally pays to effect transactions on a 
stock exchange, as in this case, it just does not make sense 
for the Firm’s salesmen to advise him to compete against 
such odds for profits from trading in the market (as dis¬ 
tinguished from investment). 

The trend of the general market during the times here 
involved (May 21, 1943-December 18, 1952) as indicated by 
the Dow-Jones Industrial Average is set forth below; 
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Date 

D-J Industrial Averagei 

May 21, 1943 

138.90 j 

Dec. 31, 1943 

135.89 ! 

Dec. 31, 1944 

152.32 

Dec. 31, 1945 

192.91 j 

Dec. 31, 1946 

177.20 

i 

Dec. 31, 1947 

181.16 

Dec. 31, 1948 

177.30 

Dec. 31, 1949 

200.13 

Dec. 31, 1950 

235.41 

Dec. 31, 1951 

269.23 

Dec. 18, 1952 

285.36 ! 

i 

The Dow-Jones Industrial 

t 

Average, which is based on the 


securities of widely-known companies listed on the Xew 
York Stock Exchange, gives an indication of the capital 
gains (over and above dividends) which the ordinary in¬ 
vestor might have obtained during the period in question, 
without benefit of any advice at all. It is apparent froiu a 
glance at the table how badly most of the accounts in ques¬ 
tion suffered in the Firm’s hands. 

Petitioners state in their brief that some of the accounts, 
and particularly the Jones account, “enjoyed profits and 
income substantially in excess of what may normally be 
considered a reasonable rate of return.” (Point I of peti¬ 
tioners’ Argument). In fact, the net capital in the Jones 
account increased by only $3,224 during the entire period 
from June 2, 1949 to May 31, 1952 (10259). This gain of 
$3,224 was made over a period of three years on a portfolio 
of securities having an aggregate market value of $37,830.80 
to $73,817.13 (Doc. 141), the larger portfolio being financed 
with the aid of a bank loan. Anyone who had simply in¬ 
vested $37,000 to $73,000 in the securities represented by the 
Dow-Jones Industrial average and paid the ordinary stock- 
exchange commission would have made $19,000 to $39,000 
(over and above dividends) during the same period of time, 
as the average rose from 168.15 to 262.31, an increase! of 
56%. In other words, in this rapidly rising market even a 
blind fool might reasonably be expected to have made five 
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to ten times as much as Miss Jones did. Without petition¬ 
ers’ advice, Miss Jones herself might reasonably be ex¬ 
pected to have made five to ten times as much as she did. 21 

The actual data thus confirm the conclusion already 
reached by analysis, that it was unreasonable, and not in 
the customers’ interests, for the Firm’s salesmen to recom-. 
mend the pursuit of trading profits through active trading 
involving commissions greatly in excess of those paid by 
professional traders, and even by the public generally in 
connection with stock-exchange transactions. The profits, 
commissions and other charges taken out of these accounts 
through excessive trading were highly prejudicial to the 
customers’ interests in terms of either investment income 


or capital gains. 

Of course there is no necessity for the Court to engage in 
economic analysis in performing its reviewing function 
here. As we have shown, the Commission’s conclusion that 
the trading here was excessive is fully supported by the evi¬ 
dence and by legal reasoning and precedent. 

As the Commission found, the customers whose accounts 
were overtraded were “uninformed or inexperienced in 
securities matters” (826, S28, 853, 955, 1008-09,1274, 1177-8, 
952, 379,1251, 1152, 1092, 975, 981, 977, 980-81, 84S). Eaves 
had no experience whatever in the securities field (848) and 
did not understand the difference between principal and 
agency transactions, a distinction of significant importance 
in these matters (853, 955). Neither did Vitagliano (1008- 
1009), Bourne (1274) or McLaughlin (1177-8). Miss Eaves, 
even when testifying, had difficulty distinguishing the several 
types of securities (952). 22 Professor Ferry told Lewis that 


21 In computing the profit in the hypothetical account, we have 
made allowance for interest charges and normal stock-exchange 
commissions. 

22 In Point V of their brief petitioners, in attempting to minimize 
the adverse testimony of Miss Eaves, seize upon a trivial incident, 
in no way connected with, or inconsistent with her testimony, and 
attempt to attach importance to it. Miss Eaves is an elderly 
spinster who had been on the witness stand for almost four hours 
(966), and had been subjected to a belligerent and grueling cross- 
examination by petitioners’ counsel. Her mother had just died (831) 
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he “did not know anything about investments” (379). Mrs. 
Bourne stated she was “ignorant in stocks” (1251). Mc¬ 
Laughlin, a steamfitter, had never bought or sold securities 
(1152). Vitagliano was a painter, a disabled veteran, whose 
schooling had stopped at the fourth grade (1092) and his 
wife was a buttonhole maker (975, 981). Neither had ever 
bought or sold any securities (977, 980-81). 

The Commission further found that the customers “gen¬ 
erally relied upon salesman’s advice with respect to their 
securities transactions.” (851, S52, 1819, 1843, 989, 1058, 
1122, 1109, 1251, 1255, 1258, 1172, 385, 402, 384, 403, 407, 
419). Eaves did no securities business with anyone other 
than Sharpe (S51) nor consulted anyone else (851-2). They 
had absolute confidence in Sharpe and practically every 
transaction was on his recommendation (1843, 1819). In¬ 
deed Sharpe concedes that he had their complete trust and 
confidence (1819, 1843) and that virtually every transaction 
was on his recommendation (1843, 1819). Vitagliano relied 

and she had had a serious illness (963) and was under a high nervous 
tension (966). Miss Eaves had with her an envelope containing 
several papers, some of which had nothing to do with this matter 
(962) and in trying to answer some of the questions by petitioners’ 
counsel, she took a paper out of the envelope with the intention of 
consulting it (939-940). Before she had a chance to look at it, 
petitioners’ counsel demanded to see it but she refused to give it to 
him (940). The record shows unmistakably that she did not read it 
or consult it (940-941). Apparently the paper in question was; a 
statement of her account which she had prepared for an unnamed 
deceased fiance (942) to show to the NASD in connection with the 
prior NASD proceedings (962) and contained the name of her fiance 
which she did not wish to disclose (962-963) and she tore it up. The 
examiner properly refused to impound the paper or the torn pieces. 

Miss Eaves also stated that she had at home a ‘‘line-a-dav’’ book 
in which she kept a record of her securities transactions in short¬ 
hand (961). The Hearing Examiner properly refused a subpoena 
duces tecum for the production of the book. The record contains; a 
complete tabulation of all transactions effected in the account from 
petitioners’ own books, the original confirmations, trading tickets, 
etc., the accuracy and authenticity of which are not questioned. It 
is obvious that the notations in the “linc-a-day” book would merely 
be repetitious and perhaps even incomplete, and could serve no 
purpose material or relevant to the issues. 
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•upon Woods for guidance and told him so (9S9) and con¬ 
sulted no one else (989, 1058) and followed Woods’ sugges¬ 
tions in almost every instance (1058). Miss Jones con¬ 
sulted no one but Woods (1122) and, with one exception, 
every purchase was selected by Woods (1109, 1122). Mrs. 
Bourne “placed her faith” in Woods (1251). She respected 
his judgment: “I thought he knew more about it than I did” 
(1255), and Woods selected all the stocks bought or sold for 
her account (1251-8). McLaughlin always followed Quinn’s 
advice (1172). Ferry never consulted anyone other than 
Lewis (385, 402). All of Ferry’s purchases were recom¬ 
mended by Lewis (384) and both he and his sister placed 
full faith and confidence in Lewis (402, 403, 407) and de¬ 
pended on his integrity (419). 

These findings are fully supported by the record and fully 
justify the Commission’s conclusions that the Firm’s sales¬ 
men “used that relationship [of trust and confidence] to 
cause an excessive number of transactions in the accounts 
by recommending such transactions.” 23 


23 The Commission has always accorded full consideration and 
weight to the question whether excessive trading was induced by 
the securities firm and its salesmen or whether, on the other hand, 
the customers themselves were responsible for it. In E. H. Rollins 
& Sons. Inc., 18 S.E.C. 347. 3S0 (1945), the Commission stated: 

Of course a dealer cannot be held guilty of overtrading in an 
account where transactions are initiated by the customer. In 
that case the profit drain on the account is the responsibility 
of the customer and not the dealer. On the other hand, in order 
to determine a dealer’s culpability for overtrading it is not 
necessary' that we find him to have a discretionary power over 
the account in a formal sense. The heart of the inquiry' is not 
nomenclature or form but fact. Does the dealer occupy such a 
status with respect to the customer that he may be held re¬ 
sponsible for excessive trading in such customer’s account? 

In the Rollins case, as here, the evidence showed, and the Commis¬ 
sion found, that the dealer had initiated the trading and thus was 
responsible for it. In Thompson & McKinnon et al., Securities 
Exchange Act Release No. 4967 (1953) the Commission, having dis¬ 
covered very active trading in the accounts of two customers which 
raised questions of violation, instituted a proceeding to determine 
those questions. However the evidence at the hearing established 
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We submit that the Commission’s findings of wilful viola¬ 
tion are in accordance with law and supported by substan¬ 
tial evidence and fully justified as an allowable exercise of 
judgment in an area where the judgment must be primarily 
an administrative one. 24 i 

Point II. The Commission properly held the Firm and R r H. 

Johnson responsible for the violations. 

The Commission’s order of revocation pursuant to Sec¬ 
tion 15(b) of the Act rests on its finding that the Firm, 
its dominant partner R. H. Johnson, and certain other 
persons associated with the Firm wilfully violated the law 
in the transactions previously described. The Commission 
found also that R. H. Johnson was a “cause” of its order 
of revocation within the meaning of Section 15A(b)(4), 
which finding operates to exclude R. IT. Johnson, and firms 
with which he may be associated, from membership in the 
NASD. We believe that the questions of wilful violation 
and “causation” are essentially the same. 

The latter question has already been before the Court 
of Appeals for the Second Circuit in the context of the 
Firm’s expulsion from the XASD for overtrading the 
Eaves account. That court stated, .Johnson v. SEC , 198 
F. 2d at 696-697: 


that in this instance the excessive trading was not induced by jthe 
registrant or its salesmen, the customers themselves being Ire- 
sponsible. Petitioners argue that this shows an inconsistency among 
the Commission’s decisions. On the contrary it demonstrates that 
the Commission carefully analyzes the facts of each individual case 
and gives full consideration to each element that is necessary to 
establish a violation. Certainly the victims in this case cannot' be 
compared, for instance, to Mr. B in the Thompson case who spent 
most of his time sitting in the Firm’s office and from time to time 
called from his seat to the employees to enter purchase or sell orders 
and, when no salesman was about, went directly to the wire room 
and gave his orders to the wire clerk. 

24 Section 25(a) of the Act provides: “* * * The findings of 
the Commission as to the facts, if supported by substantial evidence, 
shall be conclusive. * * *” 


l 
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Johnson argues that the record contains no substan¬ 
tial evidence to support the finding that his conduct 
was a “cause” of the firm’s expulsion within the mean¬ 
ing of Section 15A(b) (4) (C). We do not agree. There 
is ample evidence (1) that he had complete control of 
all persons in the organization including the other part¬ 
ners (who were such in little more than name) and 
(2) that he signally failed to provide any adequate 
supervision although his extensive control put upon 
him that responsibility. He contends, however, that 
such failure does not make him a “cause,” because, 
he says, “cause” must always be interpreted to mean 
“an immediate or inducing cause,” with the result 
here that a “cause” cannot consist of anything “back 
of the employee or association who was guilty of the 
violation.” 

We reject that interpretation. It involves the “fa¬ 
miliar one-word-one-meaning (or “pigs is pigs”) 
fallacy,” grounded on reasoning which “would compel 
the conclusion that a clothes-horse is an animal of the 
equine species, and make it impossible to speak of 
drinking a toast.” It overlooks the context in which 
the word “cause” is used, i.e., a statute explicitly 
concerned with adherence to “just and equitable prin¬ 
ciples of trade.” Johnson’s interpretation would en¬ 
courage ethical irresponsibility by those who should 
be primarily responsible for such adherence. If John¬ 
son’s contention were sound, then, in order to circum¬ 
vent those principles, a person controlling a firm 
would merely have to arrange to leave wholly unsuper¬ 
vised its employees who deal with customers. We think 
Johnson’s irresponsible behavior with respect to super¬ 
vision amounted to such recklessness as to justify the 
finding that he was a “cause” of the firm’s expulsion. 
(Footnotes omitted) 

We submit that the same conclusion is required in the 
present case, both as to Section 15A (b)(4) and as to the 
related question under Section 15(b). 
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In determining the question of the responsibility of the 
Firm and R. H. Johnson for the violations in this case, 
it should be borne in mind that the provision for adminis¬ 
trative regulation of the over-the-counter markets con¬ 
tained in Section 15 of the Act places responsibility for 
violations directly on principals engaged in the securities 
business, and only indirectly on their employees. Section 
15(b) provides for registration and revocation of regis¬ 
tration only of brokers and dealers (sole proprietors, part¬ 
nerships, corporations). Loss, Securities Regulation, 719- 
720. Registration of a partnership in effect covers all the 
partners who constitute the firm. Salesmen are not even 
named in a broker-dealer registration statement, and are 
not themselves registered or subject to direct administra¬ 
tive sanction. Thus the statute clearly contemplates that 
the registrants or firms or principals engaged in the 
securities business must shoulder responsibility for the 

i 

conduct of their salesmen. 

i 

Violations by a firm, or business entity, necessarily con¬ 
sist of violations by individuals. Before revoking a firm’s 
registration on the basis of misconduct of individuals asso¬ 
ciated with it, the Commission has always considered 
whether the management of the firm took adequate steps to 
supervise its salesmen and other employees in order to 
prevent abuse. 

In the prior proceeding the Firm admitted that there 
was a failure adequately to supervise transactions recom¬ 
mended to customers. There, as here, however, the Firm 
and R. H. Johnson sought to shift the responsibility for 
this failure of supervision to subordinates in the Firm, and 
particularly to those in its Boston office. 

However the organization of the Firm placed the records 
necessary for such supervision in its New York office, to the 
exclusion of its branch offices. The New York Office was 
the principal office of the Firm, and the resident office of 
R. IT. Johnson. All the Firm’s permanent records were 
maintained in New York (154). By means of direct teletype, 
the details of each and every transaction affected by the 
Firm’s Boston office were promptly transmitted to its New 
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York office and there entered upon its permanent records. 
Confirmations of Boston transactions were then prepared 
in the New York office, which mailed the customer’s copy 
to him. Upon request the Xew York office furnished to the 
customer, or any branch office involved, a complete tran¬ 
script of the customers’ accounts (816). The primary 
records pertinent to any supervision of overtrading: were 
directly accessible to the Xew York office, where R. H. John¬ 
son had his headquarters, and only indirectly, by special 
request, to the branch office managers. Freeman, co-man¬ 
ager of the Boston office, stated that the only way one could 
exercise adequate control is from the source of records 
(1434). 

The Boston office maintained so-called customers’ hold¬ 
ing cards which showed at a glance the purchases and sales 
of each customer, and were for the salesmen’s convenience, 
being filed under the salesman’s rather than the customer’s 
name. However, these were rarely current and were un¬ 
reliable (1419). So-called cage cards, introduced in 1946, 
were maintained on an annual basis by the cashier of the 
Boston office, and contained information similar to that 
in the holding cards and showed the balance in the account, 
but they were used primarily to ascertain such balance. In 
1946, the Boston Office adopted procedures to maintain the 
holding and cage cards on a current basis, but Johnson in the 
course of a visit to the office discharged the clerical help 
needed for that purpose (1436). Boardman, co-manager 
of the Firm’s Boston office, testified that the staff was cut 
below what was necessary to maintain proper records 
(1513). 

Xoble managed the Boston office and its subsidiary Provi¬ 
dence office from August 1950 to January 1951 (1897-1898). 
Although Xoble never received any instructions from John¬ 
son or anyone else associated with the Firm with regard to 
checking for excessive trading, he voluntarily undertook 
such responsibility, but he considered that his duty in 
this respect was limited to detecting and reporting the facts 
to Johnson (1932). Xoble attempted to install a cross¬ 
index system that would reflect the current status of ac- 
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counts in the office, but Johnson refused to allow him to 
hire the clerk required to maintain such a system, claiming 
that the added expense would not be justified because the 
proposed index would duplicate a similar reference main¬ 
tained in the New York office (1936). 

In view of R. H. Johnson’s veto of these efforts to main¬ 
tain records in branch offices, the local managers were in 
no position to detect overtrading by salesmen, as dis¬ 
tinguished from abuse relating to the pricing of individual 
transactions. While Freeman, co-manager of the Boston 
office, told the Boston office trader to watch out for “anv- 
tiling irregular,” he did not instruct him to check; for 
excessive trading, and the trader did not do so (1441-2). 
In any event, Freeman considered it to be the function of 
the New York office, rather than his office, to check for 
irregularities, and believed that the New York office!was 
performing that function (1443). R. H. Johnson had full 
knowledge of the manner in which Freeman managed land 
operated the Boston office (1427) and personally assumed 
the task of supervising the activities of that office. Noble, 
Freeman’s successor, never received any instructions from 
R. H. Johnson or anyone else associated with the Firm 
with regard to checking for excessive trading (1937). 

Petitioners contend also, or in the alternative, that ade¬ 
quate measures were taken in the Firm’s New York office 
to guard against overtrading of customers’ accounts by 
salesmen in the New York and Boston offices. Petitioners 
assert that the necessary supervision was provided by 
Rankin, a “partner,” from 1940 to October, 1949, by Pett, 
a “partner,” from October, 1949 to January, 1951, and by 
Baker, an employee designated as “compliance inspector” 
thereafter. 

In order to appraise this supervision it is necessary to 
refer first to the provisions with respect to supervision con¬ 
tained in the Rules of Fair Practice of the NASD, of which 
the Firm was then a member. 

In 1942, the NASD adopted Section 27(a) of its Rules of 
Fair Practice. This Section provides that the firm shall 
“supervise the sales methods” of salesmen and that “any 


! 
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sale made by any such salesmen to any investor shall be 
approved by a partner, duly accredited executive, or branch 
office manager.” The rule further provides that such ap¬ 
proval “shall be evidenced by a written indorsement made 
upon a copy of a memorandum of such sale” and that such 
memoranda shall become a part of the firm’s permanent 
records. On its face, it is obvious that this rule was intended 
to insure adequate supervision over the activities of the 
salesmen for the very purpose of preventing the excessive 
trading and other fraudulent activities which were so fla¬ 
grant in this case. 

Following the adoption of this rule, Rankin’s initial, “R”, 
was placed on all trading tickets, including those from the 
Boston office (Tr. 330), so that the Firm and R. H. Johnson 
could show that everything was being properly supervised 
and all rules complied with. After the tickets were typed 
up anyone who worked in the trading room wrote the initial 
“R” on the ticket (331) but the only thing that was checked 
on the ticket was the accuracy of the name of the account 
and the address, and to see if the arithmetic was correct 
(328). Practically every employee who worked in the trad¬ 
ing room, male and female, clerks, salesmen, or traders all 
wrote an “R” on the tickets (335-336). No one had any 
idea why the “R” was placed on the ticket or what it meant. 
Indeed, even Rankin, whose initial was used, was very vague 
in his knowledge of its purpose. All he knew was that it was 
“in compliance with some kind of a regulation. I don’t 
know what it was” (330). 

Petitioners state (Br. p. 5) that from 1940 to October 

1949, Rankin was responsible for supervising activities of 

salesmen and for supervising trades executed in Boston and 

reported to New York by teleptvpe. “We have already noted 

the purely perfunctory manner in which Rankin’s initial 

was affixed to everv trading ticket bv almost anvone in the 

• * * 

office, without their even knowing why. Moreover, Rankin 
testified that he did not supervise the activities of the sales¬ 
men in Boston (454). He had nothing to do with Boston 
salesmen (455). He was not responsible for supervising 
the trades executed in Boston (464, 466, 467). Rankin said 
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his principal work was supervising the activities in the 
trading room and that Johnson supervised the salesmen 
(448). i 

This is the supervision with respect to overtrading on 
which the Firm and K. H. Johnson relied for nine years. 

Petitioners assert that from October 1949, to January 
1951, the necessary supervision to prevent overtrading of 
customers’ accounts by salesmen of the New York and 
Boston offices was exercised by partner Pett in New York. 
Pett testified that he did not check for overtrading except 
when he noticed a “switch,” that is, a simultaneous pur¬ 
chase and sale (1364). 25 

Thus, the very testimony of Johnson’s partners and asso¬ 
ciates in the Firm establishes that there was no supervision 
to prevent overtrading of customers’ accounts by salesmen, 
at least during all the years prior to 1951. 

While R. H. Johnson asserts in his brief, as one of the 
petitioners, that he made adequate provision for super¬ 
vision, he did not see fit to so testify under oath or to contra¬ 
dict the testimony of his partners and associates or the 
natural inferences to he drawn from the transactions them¬ 
selves and the other concrete evidence in the case. He did 
not testifv at all. i 

The Firm and Johnson had repeated notice of the need 
for supervision to prevent abuses by salesmen. As we point 
out in Point III, the Firm or Johnson had been subjected to 
disciplinary action on various occasions for misconduct in¬ 
volving, at least in part, inadequate supervision. Certainly 
the institution of the NASD proceeding relating to over¬ 
trading in November 1949, should have put them on notice. 
Johnson had specific notice of at least some irregularities in 
these particular accounts, and on one occasion took the posi¬ 
tion that “activity in itself is not a deterrent” if the account 
showed a profit (1950), as accounts are apt to in generally 

rising markets such as existed here. 

* ! 

23 Whcn the Firm filed its application with the Commission to 
review the NASD order of expulsion in 1951, it adopted a “code” of 
operations and designated an employee. Baker, as “compliance 
inspector.” We discuss this in Point III. 
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Johnson visited the Boston and Providence offices fre¬ 
quently (1425-6). He undertook to exercise direct super¬ 
vision over Woods’ handling of the Vitagliano account 
(1961) and permitted Lewis to handle the Ferry account 
with only limited supervision (1580-1584). Nevertheless, 
as we have seen, neither Johnson nor the Firm issued any 
instructions to check for excessive trading, at least prior 
to 1951. 

Clearly, as the Second Circuit found, 198 F. 2d at 697, 
“Johnson's irresponsible behavior with respect to super¬ 
vision amounted to such recklessness as to justify the find¬ 
ing that he was a ‘cause’ ” of the disciplinary action taken, 
within the meaning of Section 15A(b)(4), and the same 
recklessness justified also the additional finding in the 
present case that he and the Firm “wilfully violated” within 
the meaning of Section 15(b). Arleen TF. Hughes v. SEC, 
85 App. D.C. at 63-4; 174 F. 2d at 976-7; Norris (0 Hirsh berg 
v. SEC. 85 App. D.C. at 273, 177 F. 2d at 233; Cf. Ellis v. 
United States. 206 U.S. 246, 257 (1907), Binkleg Mining Co. 
v. Wheeler, 133 F. 2d 863, 871 (C.A. 8, 1943). 


Point III. The Commission's determination that revocation 
was in the public interest should not he disturbed. 

Section 15(b) of the Act provides that the Commission 
shall revoke the registration of a broker-dealer if, in addi¬ 
tion to finding wilful violations, it finds that revocation is 
“in the public interest.” Petitioners contend (Brief, Point 
IV) that in reaching its determination with respect to public 
interest the Commission erred in three respects. They 
contend first that in finding that “this is not the first time 
that disciplinary action has been taken against” the Firm, 
the Commission improperly considered matter outside the 
record. Secondly, they contend that the sanction of revo¬ 
cation is “punishment” and that the Commission did not 
properly tailor the “punishment” to fit the “crime.” Fi- 
nallv, thev contend that the Commissions determination that 
the Firm’s “1951 code did not represent a conscientious 
effort to provide proper supervision” was made “without 
regard to the record evidence.” 
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At one point in the present proceeding*, counsel for the 
Commission’s Division of Trading and Exchanges offered 
proof of prior disciplinary actions. (1726-1737). Peti¬ 
tioners’ counsel objected on various grounds and now relies 
on his objection to the introduction of such evidence “unless 
and until it had been established that petitioners were guilty 
of the acts charged.” (Brief, Point IV). Petitioners’ 
counsel was concerned lest the Commission might take such 
matters into consideration in determining the questions of 
violation, as distinguished from the question of public 
interest. The Commission upheld petitioners’ objection at 
that time. 

i 

After the hearings were closed and the Commission had 
reached its decision on the questions of violation on the 
basis of a record containing no material on prior discipli¬ 
nary action, in the manner that petitioners’ counsel had 
suggested, it was then necessary for the Commission to 
decide the further question whether revocation was in the 
public interest. The question of prior disciplinary action 
was, of course, relevant to this determination, and petitioner 
does not now appear to suggest the contrary. Indeed in the 
prior proceeding the Court of Appeals for the Second Cir¬ 
cuit stated (198 F. 2d at 697): 

AYe think that, in passing upon the penalty, the Com¬ 
mission properly considered previous disciplinary ac¬ 
tion taken against the firm by the association and by 
the New York Stock Exchange. 

In its opinion in the proceeding now under review, the 
Commission stated (10442): 

This is not the first time that disciplinary action has 
been taken against registrant. Registrant was expelled 
from membership in the NASD for inducing the excesj- 
sive trading in the E account, and in our opinion sus^- 
tabling the expulsion we cited previous sanctions im¬ 
posed on registrant by the NASD and the New York 
Stock Exchange. 
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The statement to which reference is made in the earlier 
opinion of the Commission (Securities Exchange Act Ke- 
lease Xo. 4694, page S) is as follows: 

This is not the first time that disciplinary action has 
been taken against applicant. The NASD has twice 
before imposed sanctions upon applicant. * * * In 

1946 it fined applicant $1,000 and costs because a branch 
office charged excessive markups in twenty-five trans¬ 
actions. In 1948 is suspended applicant for a period of 
thirtv davs because another branch office, without an- 
thorization by the customer, transferred the customer’s 
contract for the purchase of when-issued stock to its 
own account and retained the profit realized on the sub¬ 
sequent resale. 11 


11 We note also that in 1939 the New York Stock Ex¬ 
change, of which applicant was then a member, fined it 
for employing persons without obtaining the required 
approval of the Exchange. In 1940, Johnson, at the 
suggestion of the Exchange, sold his seat in order to 
avoid certain disciplinary proceedings based on certain 
omissions in his membership application and mis¬ 
conduct by salesmen. Johnson claimed the omissions 
were not wilful but admitted that he had been negligent 
in supervising the firm’s salesmen. 

The findings in the Commission’s earlier opinion quoted 
above were based on evidence of prior disciplinary actions 
which was formally introduced in the hearings and which 
the petitioners had full opportunity to controvert if they 
could do so. 

The fact of prior disclipinary action was relevant and ma¬ 
terial to the Commission’s determination of “public inter¬ 
est” in the present proceedings in exactly the same way 
that it had been relevant in the earlier proceedings. It 
was a matter that was distinctly in issue and determined in 
the earlier proceeding, Johnson v. SEC , 198 F. 2d at 697. 
The parties in the present case either were parties to the 
former litigation or are in privity with such parties. Thus, 



the determination of the fact of prior disciplinary action 
which was made in the former proceeding was res judicata 
in the present proceeding, and was not required to be reliti¬ 
gated. 

While we have found no judicial determination of a ques¬ 
tion of res judicata in the precise context of the present 
case, we submit that all requirements of the doctrine are 
here met. Irrespective of the doctrine of res judicata, how¬ 
ever, the Commission was entitled to, and did, take official 
notice of these prior disciplinary actions and opinions. Sec¬ 
tion 7(d) of the Administrative Procedure Act provides: 

“Where any agency decision rests on official notice of 
a material fact not appearing in the evidence in ]the 
record any party shall on timely request be afforded an 
opportunity to show the contrary.” 

The Attorney General’s Manual on the Administrative Pro¬ 
cedure Act (1947) states at page 80: 

“* # * If official notice is taken of facts in the course 
of the final decision, the proceeding need not be i re¬ 
opened automatically, but the parties will be entitled 
to request reopening for the purpose of contesting the 
facts thus officially noticed bv the agenev.” 

The required opportunity for reopening the proceeding is 
provided by Rule XII (e) of the Commission’s Rules of 
Practice, 17 C. F. R. § 201.12(e), under which petitions 
for rehearing may be entertained wherever appropriate. 
Petitioners did not see fit to ask for a rehearing. 20 

As for the Firm’s 1951 “Code,” which purportedly pro¬ 
vided safeguards against over-trading of customer’s ac¬ 
counts, it was not adopted until after the NASD had taken 


20 In fact petitioners have never sought to deny the existence of 
these disciplinary proceedings. When evidence was offered with 
respect to them by counsel for the Division of Trading and Ex¬ 
changes in this proceeding, counsel for petitioners stated, perhaps 
somewhat sarcastically: “let’s get it very clear, he is a bad man 
anyway. He has had trouble before, but it doesn’t belong here” 
(1734). 
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its final action expelling the Firm. It was adopted on Feb¬ 
ruary 26,1951, while the Firm was applying to the Commis¬ 
sion for review of the NASD order of expulsion, and was 
not circulated among its personnel until May 1951. 

R. H. Johnson and the Firm had been on notice for years 
of the necessity of supervising and restraining their sales¬ 
men as a result of the prior disciplinary actions, most of 
which involved inadequate supervision over salesmen or 
branch offices. The Firm had previously purported to pro¬ 
vide such supervision, in compliance with the requirements 
of the NASD rules, but in fact it flagrantly ignored and 
circumvented the rules. As noted previously, Rule 27 of the 
NASD’s Rules of Fair Practice required that each trans¬ 
action by a salesman should be approved and initiated by a 
partner. In the case of this Firm, however, a partner’s ini¬ 
tial, “R,’) was added automatically to every order ticket 
by everyone in the office, without their even knowing what 
it stood for. With this attitude towards a mandatory code 
for supervision, what could be expected of a code not spe¬ 
cifically backed up by legal sanction? 

Despite this purported supervision, and the imminent 
threat of expulsion flowing from the institution of the XASD 
proceeding relating to over-trading the Eaves account, the 
Firm notably failed to restrain over-trading. In fact the 
activity in the other accounts increased after the institu¬ 
tion of the proceeding relating to the Eaves account in No¬ 
vember 1949, as indicated by the following table: 


Period of Most Turnover of 

Account Active Trading Average Investment 

Vitagliano. July 19-Dec. IS, 1950 5.6 times in 5 months 

Jones. 1950 4.4 times in 1 year 

Bourne.July S, 1949-Dec. 31, 1950 9.7 times in IS months 

McLaughlin. 1950 3 times in 1 year 


See 10309, 10250, 10272 and 10290. 

After adopting its 1951 “code” the Firm designated an 
employee named P>aker as “compliance inspector.” Baker 
was a youngster in his first job. Notwithstanding the fact 
that his new assignment would have required him initially 
to examine some 100 accounts every day (1749) and to make 
field inspections (1764) he continued to attend to his own 
business and his own customers as a salesman (1755, 1764). 
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The accounts involved in this case, which had recently 
been extremely active, were apparently not even included 
in Baker’s list of about 20 accounts which he was especially 
to scrutinize (1771,1751,1755,1774-5). This indicates that, 
to the extent that there was eventually some reduction lin 
activity in these accounts, it had more to do with the immi¬ 
nent threat of expulsion than with the mechanics of the 
supervision procedures provided in the so-called “code.” - 7 

In its opinion in the present case the Commission reaf¬ 
firmed the holding that it had made in the prior proceeding 
with respect to the 1951 “code”, without recapitulating the 
supporting considerations and evidence in the same detail 
as in its earlier opinion. However, as stated in Crichton 
v. United States, 56 F. Supp. 876, S80 (S. D. N. Y. 1944): 
“* * * the intelligent functioning of the administrative 
process demands that the Commission be not required to 
indulge in lengthy evidentiary recapitulation of matters just 
decided in a companion case.” 

Petitioners contend also that the sanction of revocation of 
registration under Section 15(b) of the Act is a “punish¬ 
ment” and that they have already been sufficiently “puti- 
ished” by loss of business resulting from their expulsion 
from the NASD. The NASD has authority in disciplinary 
actions to fine or suspend members, or to expel them. It 
is unnecessary for purposes of the present proceeding to 
determine whether any aspect of “punishment” may be im¬ 
plicit in the NASD action, for it is clear that punishment 
is not the object of Section 15(b), on which the present pro¬ 
ceeding was based. 

- T Petitioners argue that the Commission failed to give sufficient 
weight to a finding by its Hearing Examiner that, with the adoption 
of the “code” in 1951, “a turn for the better was slowly beginning 
to take place in the conduct of registrant’s business.” Congress Ids 
placed the ultimate responsibility for determining the facts on the 
Commission, rather than on its hearing examiners. FCC v. Allen¬ 
town Broadcasting Co., 349 U.S. 358, 3G4 (1955). Since R. H. 
Johnson did not take the stand, the Hearing Examiner had no 
opportunity to observe his demeanor or evaluate his character. The 
Commission’s decision was properly based on an independent review 
of the record, giving full consideration to the Hearing Examiner’s 
Recommended Decision. 
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The question of punishment is covered by Section 21(e) 
of the Act, which authorizes the Commission to transmit 
evidence to the Attorney General for criminal prosecution. 
If the Congress had considered proceedings under Section 
15(b) of the Act as punitive proceedings, it obviously would 
have authorized the Commission to order suspension of 
registration for a limited time as an alternative to revoca¬ 
tion in line with the principle suggested by petitioners that 
tha punishment should fit the crime.” The fact that the 
Congress provided no alternative to outright revocation 
under Section 15(b) clearly demonstrates that the dominant 
purpose of the section is simply to protect investors by ex¬ 
cluding from the securities business those from whom in¬ 
vestors might suffer harm in the future. Revocation is not 
a penalty, cf. Wright v. SEC., 112 F. 2d 80, 94 (C. A. 2,1940), 
and the fact that the Firm has lost a substantial portion of 
its business as a result of its expulsion by the NASD does 
not entitle it to a continuing license to do business as a 
broker and dealer under Section 15(b). 

The question of sanction required in the public interest 
under Section 15(b) involves a question of administrative 
discretion as to which the courts have not sought to substi¬ 
tute their judgment for that of the administrative agency. 
Wright v. SEC, 112 F. 2d 89, 95 (C. A. 2, 1940) and 134 F. 
2d 733 (C. A. 2, 1943); Archer v. SEC. 133 F. 2d 795, 803 
(C. A. 8, 1943). Here revocation is clearly required by the 
callous “churning” or over-trading of the accounts of unin¬ 
formed and trusting customers and by petitioners record 
of indifference and reckless disregard towards the protec¬ 
tion of investors. 

It is submitted that the Commission’s determination with 
respect to public interest here should not be disturbed. 
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CONCLUSION 


The Order of the Commission should be affirmed. 


Respectfully submitted, 

William H. Timbers, 

General Counsel. 


Thomas G. Meeker, 
Associate General Counsel. 
Arden L. Andresen, 

Special Counsel. 


Ellwood L. Englander, 

Attorney, 

Securities and Exchange Commission, 

425 Second St., N. W., 

Washington 25, D. C. 


January, 1956. 
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Httitrin States (Smart af Appeals 

DISTRICT OF COLUMBIA CIRCUIT 
No. 12,977. 


R. H. Johnson and Company, et al., 

Petitioners, 

v. j 

Securities and Exchange Commission, 

Respondent. 


PETITION TO REVIEW ORDER OF SECURITIES 
AND EXCHANGE COMMISSION 

i 

(a) N.A.S.D. Proceedings. 

i 

i 

The Commission refers (Resp. Br., 4)* to a prior pro¬ 
ceeding involving the firm and the National Association 
of Securities Dealers, Inc. (hereinafter referred to as 
N.A.S.D.), and frequently relies upon the record in that 
matter to bolster manifest deficiencies in the instant record. 

i 

Thus it becomes pertinent to consider the nature of that 
earlier proceeding, so that its application to the instant 
case may be understood. 

In the earlier proceeding, commenced by a District 
Business Conduct Committee of the N.A.S.D. on November 

{ 

♦Unless otherwise indicated, page references pertain to Record 
pages; “Resp. Br.” references pertain to the pages of Respondent’s 
Brief; “Pet. Br.” references pertain to pages of Petitioner’s Brief. 



2 


16, 1949, the firm, Boardinan, Freeman and Sharpe, was 
charged with violations of Sections 1 and 2 of Article III 
of the N.A.S.D. Rules of Fair Practice promulgated pur¬ 
suant to Sec. 15A(b)(7) of the Act. The Rules provided: 

1. A member, in the conduct of his business, shall 
observe high standards of commercial honor and just 
and equitable principles of trade. 

2. In recommending to a customer the purchase sale 
or change of any security, a member shall have reason¬ 
able grounds for believing that the recommendation 
is suitable for such customer upon the basis of the 
facts, if any, disclosed by such customer as to his 
other security holdings and as to his financial situa¬ 
tion and needs. 

The N.A.S.D. is a private non-governmental association 
of brokers-dealers registered as such with the Commission 
under Section lSA(a) 1 of the Act. Statutory authority 
for disciplinary proceedings by the Association against 
its members is set forth in Sec. 15A of the Act, subsections 
(b)(8) and (b)(9). 

After hearing, the District Committee, by opinion dated 
March 2S, 1950, found that the firm, Boardman, Freeman 
and Sharpe, with respect to the accounts of Sarah and 
Dorothy Eaves, had 

“engaged in acts and practices prohibited by the rules 
of the Association and omitted acts required thereby, 
constituting conduct inconsistent with just and 
equitable principles of trade in violation of Sections 
1 and 2 of Article III, of the Rules of Fair Practice.” 

It ordered the firm expelled from the N.A.S.D. and that 
the registrations with the N.A.S.D. of Boardman, Freeman 
and Sharpe be revoked. 


1 Appendix, page I 
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Upon application of the firm this decision was reviewed 
by the Board of Governors of N.A.S.D. On Januaty 
15, 1951, the action of the Business Conduct Committee 
■was approved, except that the registrations of Boardman 
and Freeman were suspended for one year in lieu of 
revocation. 

i 

By petition dated January 16, 1.951, the firm petitioned 
the Commission for review pursuant to the provisions of 
Section 15A(g) x and (h) 1 2 of the Act. 

At the same time Johnson asked that the Commission 
review the action of the N.A.S.D. “in so far as the action 
or findings’’ or the order of the Board of Governors re¬ 
lated to him individually. 

After hearings before a Hearing Examiner an advisory 
decision issued on September 5, 1951, wherein he found 
that “N.A.SJD. was justified in expelling the applicant 
firm” and recommended the affirmance of that action. On 
April 2, 1952, the N.A.S.D. decision was affirmed by the 
Commission, which found Johnson to be a “cause” of the 
expulsion of the firm. The firm and Johnson petitioned 
the United States Court of Appeals for the Second Circuit 
for a review of the Commission order of April 2, 1952, 
pursuant to Section 25 of the Act. On July 10, 1952, the 
Court affirmed the order of the Commission. R. H. Johnson 
& Co. et at. v. Securities and Exchange Comm, et al., 198 
F. 2d 690 (C. A. 2d, 1952) and a Petition to the Supreme 
Court for Certiorari was denied October 20, 1952 (344 
U. S. 855). 

We have described the prior proceeding because it is 
clear that the anti-fraud provisions of the Securities Act 
of 1933 and of the Securities Exchange Act of 1934 and 
the Commission’s Buies thereunder, which the petitioners 


1 Appendix, pp. I, II 

2 Appendix, pp. II, III 
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were found to have violated in this case, were in no way 
involved in the earlier proceeding; that in the earlier pro¬ 
ceeding there w’as no finding or necessity to find that the 
firm or Johnson wrere guilty of any wilful derelictions; 
that, although Johnson -was found to have been a “cause’’ 
of the firm’s failure to observe certain of the Rules of Fair 
Practice of the N.A.S.D., there was no finding that he 
“caused” the firm wilfully to violate the anti-fraud pro¬ 
visions of the Securities Act of 1933 and of the Securities 
and Exchange Act of 1934, or the Commission Rules pro¬ 
mulgated thereunder; and that the parties to the earlier 
proceeding were not the same as the parties to the instant 
proceeding. Thus, as we discuss in detail below, the Com¬ 
mission’s contention that this earlier proceeding is res 
judicata here, is absurd. 

(b) Responsibility for over-trading. 

The Commission concedes that as a matter of law 
petitioners cannot be held responsible or culpable for trad¬ 
ing activity induced by or originating with the customers 
( cf ., Pet. Br., Point I). Its argument is predicated upon 
the premise that the trading in these accounts was “in¬ 
duced” by the firm, and that the customers involved were 
“uninformed or inexperienced” in securities matters 
(Resp. Br., 18-19). It is respectfully submitted that on the 
basis of the record evidence considered as a wdiole, there 
is no substantial evidence to sustain the Commission’s 
underhung factual premise. 

In our main brief (Pet. Br., 12-36) we have summarized 
the overwhelming evidence conclusively establishing that all 
the customers w*ere mature, informed investors, well aware 
of the extent of trading activities in their respective ac¬ 
counts ; that they did not unquestioninglv or blindly follow 
the recommendations or advice of the firm’s representa- 
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tives; that they referred to, and in large measure relied 
upon, individual sources of investment information; that 
with but one or two possible exceptions in the Vitagliano 
and Jones accounts, no transactions were effected without 
prior consideration, authorization and approval by the 
customer; and that they, with varying degrees of fre¬ 
quency, purchased and sold securities independently of aqy 
recommendation or inducement on the part of the firm Or 
its representatives. To avoid unnecessary repetition, only 
substantial and material discrepancies in the Commission’s 
statement of facts will be specifically dealt with below. 

Whatever value may be placed on the hearsay statements 
of Miss Eaves that (a) her deceased mother reposed trust 
and confidence in the salesman Sharpe; (b) that 4 ‘it was 
furthest from her (the mother’s) mind to speculate or touch 
principal”, and (c) that her mother told Sharpe “just to 
get safe” things that would bring an income (840; Resp. 
Br. 7); it is abundantly clear that (a) Miss Eaves did not 
follow Sharpe’s recommendations without question or inde¬ 
pendent study and investigation; (b) that Miss Eaves dis¬ 
cussed with her mother the transactions in their joint 
account maintained with the firm; (c) that prior to 194$, 
Miss Eaves was only infrequently present at conversations 
between her mother and Sharpe, and (d) that her opinion 
as to her mother’s state of mind is contrary to the conduct 
of the parties and other record evidence. Thus, Miss 
Eaves testified: 

“Q. After your illness in May 1946 your need for 
income became greater, did it not? 

“A. Well, if you spent out thousands of dollars 
to hospitals, doctors, nurses and surgeons, the need 
of income would naturally become greater. 

“Q. And you told Mr. Sharpe that? 

“A. I told Mr. Sharpe I wished we had more money, 
yes.” (951) 
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and Sharpe testified: 

“Q. Now, you say originally the Eaves told you 
that they wanted this account for income purposes 
rather than the stock appreciation? 

“A. I don’t think they ever said ‘We want this 
account for income purposes.’ They just wanted more 
money. They wanted better income. 

“Q. In other -words, they wanted better income 
than they had been getting from these securities? 

“A. Yes. 

“Q. Now, did there come a time when they told 
you that their needs for money had increased? 

“A. Yes, indeed. 

“Q. When -was that? 

“A. All the time. 

“Q. Well, did there come a specific time when they 
said that their needs had— 

“A. I never once talked with either one of the 
Eaves that they didn’t want more money, at no 
time. They obviously wanted more when the illness 
came. 

“Q. And when was that? 

“A. Somehow I think perhaps 1945, 1946. I don’t 
know whether it went back to ’45 or not. I don’t 
remember. 

“Mr. Reid: That is what he said last time. 

“Q. In other words, in 1945, Mrs. Eaves became 
ill, is that correct? 

“A. I think so. 

“Q. And they told you then that because of her 
illness, they needed more money? 

“A. Yes.*” (1850-51) 


Sharpe indicated to the Eaves the risk involved in an 
investment program designed to secure greater than aver¬ 
age return, and in this respect testified as follo-ws: 
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“Q. And, did you tell them then that that would 
entail some risk? 

“A. Well, we discussed how to get the money 1 , 

“Q. What did you tell them? 

“A. If it was a choice between high yield or low 
yield, why they would decide on a high yield be¬ 
cause of the higher income. They were quite will¬ 
ing to take that risk, which was explained to them— 
the difference between the risk in buying high yield 
or the risk of buying a low yield. 

“Q. Did you discuss possibilities of capital depre¬ 
ciation ? 

“A. Yes. 

“Q. What did you tell them? 

“A. Well, I tried to suggest things that I believed, 
and others believed, would appreciate in value.; 

“Q. Did you tell them that this might entail some 
departure from blue chip securities? 

“A. Yes. 

“Q. And they told you that notwithstanding that, 
they wanted you to try to obtain more income for 

them ? ! 

“A. Not in so many words, no. They simply wanted 

income and they wanted profits any way that they 
could get them.” (1851-52) 

i 

Sarah and Dorothy Eaves received, examined and con¬ 
sidered confirmations of each transaction had in their 
joint account; participated in the preparation of their 
tax returns; and received, examined and considered sta¬ 
tistical, financial and business data pertaining to securi¬ 
ties recommended by Sharpe. Plainly, therefore, they 
were fully apprised of the nature and frequency of all 
transactions had in their account. 

The suggestion of the Commision that the activity in 
the Vitagliano account was induced by the salesman Woods 
(Resp. Br., 9-10) could not be further from the truth, j 

i 

j 

i 

i 


i 

j 
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The first seven transactions in this account were made 
on the suggestion of the firm’s salesman, Woods. The 
remaining investments, with but a few exceptions, were 
selected by Vitagliano without any inducement, recom¬ 
mendation or suggestion by Woods (983, 984, 986, 1055). 
Whatever “guidance” Woods may have furnished to 
Vitagliano under these circumstances can hardly be a 
basis for placing responsibility for the activity in this 
account upon Woods, the firm, or Johnson. 

While the record does not tend to sustain the Com¬ 
mission’s contention that, with but one exception, all pur¬ 
chases in the Jones’ account were recommended by the 
salesman Woods (Resp. Br., 11), it is clear that Miss 
Jones in large measure relied upon recognized sources 
of financial and business information, including independ¬ 
ent investment service reports to which she subscribed. 
The Commission has not, and cannot refer to, any record 
evidence tending to show that the salesman Woods, rather 
than Miss Jones, was responsible for the trading activity 
in this account. 

Although there is evidence tending to show that Mrs. 
Bourne respected Woods’ judgment concerning the securi¬ 
ties purchased and sold by her, it is evident that the 
nature and frequency of all transactions effected in this 
account was not the result of any inducement on the part 
of the salesman Woods. Mrs. Bourne holds only herself 
responsible for such activity and the status of her ac¬ 
count. The Commission has failed to demonstrate why 
her testimony in this respect is not worthy of belief. 

The Commission’s assertion that McLaughlin was “in¬ 
duced” to open the account with the firm, and always 
followed the salesman’s advice (Resp. Br., 13) is not 
supported by the record. On the contrary, it is clear 
that McLaughlin, a mature, intelligent person of more 
than average formal education, exercised independent 
judgment and discretion with respect to, and expressly 
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authorized and approved each and every transaction in 
this account (Pet. Br., 27-30). 

The Commission’s suggestion that Prof. Ferry “knew 
nothing about investments” (Resp. Br., 14) is ludicrous, 
in view of the fact that he is a man of extraordinary 
learning and academic accomplishments, who had invested 
in securities for more than thirty years prior to dealing 
with the firm. 

That Prof, and Alice Ferry did not blindly and un- 
questioningly follow the advice and recommendation of 
the salesman Woods is further evidenced by the following 
testimony: 

Professor Ferry testified: ; 

i 

“Q. You didn’t buy every security that Mr. Lewis 
recommended, did you? 

“A. No. 

“Q. There were some that you rejected? 

“A. Yes.” (426) 

And Lewis testified: 

i 

• ! 

“Q. Did they give you an idea of what kind of 
business they wanted to do in their accounts?' 

“A. Yes, but they changed their minds, from time 
to time. 

“Q. Well, let’s start at the beginning. Did they 
tell you in the beginning what they wanted you to 
try to do for them? 

“A. Yes. ! 

“Q. What did they tell you? 

“A. That they wished to buy real estate bonds on 
buildings. 

“Q. Thereafter they changed their minds, you say? 

“A. Yes, sir. 

“Q. How did they change their minds? 

“A. They dabbled a bit in stocks. ; 
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“Q. Was that their idea or your idea? 

“A. They originally bought stocks, on some they 
made money and on others they lost money. They 
wished to buy stocks once more. 

“Q. What I want to know is whether you gave 
them the idea of buying stocks, or they told you 
they wanted to buy stocks? 

“A. In the discussion, they made it their desire. 

“Q. They told you, is that right, that they wanted 
now T to buy some stocks? 

“A. Yes. 

“Q. Did they ask you for recommendations? 

“A. They did. 

“Q. Did you, from time to time, give them recom¬ 
mendations ? 

“A. I did. 

“Q. Did it occur from time to time that they would 
tell you of stocks they had become interested in? 

“A. That is true. 

“Q. Securities where the interest originated with 
them, rather than you, is that right? 

“A. Correct. 

“Q. Were you asked from time to time to obtain 
particular information for them about those particu¬ 
lar securities? 

“A. I was. 

“Q. Did vou obtain it for them, 

“A. I did. 

“Q. Did you disclose it to them? 

“A. I gave it to them. 

“Q. In what form, as a rule? 

“A. Reporting agencies. 

“Q. Did you have conversations with them with 
respect to the details of the operations and assets? 

“A. I did. 

“Q. And was it on the basis of these conversa¬ 
tions, and the facts disclosed by you in those con- 
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versations, that determined their conclusions and j de¬ 
cisions to buy securities? 

“A. All I did was to present the facts and some¬ 
times they bought, and sometimes they said they were 
not the type of securities they wanted. 

“Q. Did they exercise their own judgment in de¬ 
termining whether to buy or not to buy, or did they 
depend on your judgment? 

“A. They relied partly on mine, and partly on their 
own judgment. 

“Q. Am I correct in that although a number; of 
suggestions vrere made to them regarding stocks and 
securities, many were not accepted by Mr. and Miss 
Ferry? 

“A. Many of them, yes. 

“Q. Some of them were? 

“A. Some, yes, sir. 

“Q. When you moved the account from your own 
company, Sydney S. Lewis to R. H. Johnson & Com¬ 
pany, was there any difference or change in the re¬ 
lationship with the Ferrys, as you have described 
it to me? j 

“A. It continued in the same way, sir, in the same 
way. 

“Q. You continued to recommend securities from 
time to time? 

“A. Yes. 

“Q. And they exercised their own judgment with 
respect to purchases and sales? 

“A. Yes. 

“Q. Have you given us the full details with respect 
to the establishment of the joint accounts? 

“A. Yes.” (1603-1605) 


Convincing authority for the proposition that petitioners 
cannot be held responsible for the activity in these ac¬ 
counts in view of the foregoing circumstances is found in 
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the recent and as yet unpublished opinions of Judge 
Wyzanski rendered December 30, 1955 in the United States 
District Court, Dist. of Mass., in Carr v. Warner et al., and 
Nash et al. v. J. Arthur Warner & Co., Inc. et al. 

In the Carr case, the plaintiff asserting a claim based 
upon Sec. 17 of the Securities Act of 1933, Secs. 10(b) and 
15(c) of the Securities and Exchange Act of 1934, and 
rules and regulations promulgated thereunder, sought to 
recover damages allegedly caused by the “churning’’ of 
her account by the defendant broker-dealer. The plaintiff 
was a high school graduate who had been employed in 
banks for approximately 12 years. Her husband was an 
accountant and she was a close friend and neighbor of the 
salesman involved who visited with her almost daily. The 
salesman, without the knowledge of the defendant, accepted 
from the plaintiff and exercised oral authority to purchase 
and sell securities in her account without first consulting 
with her or securing her prior direction. 

As in the instant cases, the plaintiff received confirmation 
of each transaction effected in her account. Under these 
circumstances, Judge Wyzanski observed that 

“The plaintiff by virtue of the confirmation slips knew 
within a day or so each detail of each transaction in 
her account. She never asked for any further infor¬ 
mation with respect to such transactions. The only 
reasonable inference is that she fully understood 
them. ’ ’ 

Thus, the Court held that the defendant did not “fail in 
any duty imposed upon it” as broker, fiduciary, principal, 
or otherwise, and, accordingly, entered judgment for the 
defendant. 

The companion Nash case involved four related actions 
based upon the same statutory authority invoked in the 
Carr case. The plaintiff, John P. Nash, had little formal 
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education, but prior to dealing with the salesman involved 
“had borrowed money from a bank, and had pledged securi¬ 
ties as collateral for a bank loan.” The plaintiff, Francis 
B. Nash, had attended public school to the sixth grade and 
had worked as an electrician. With respect to this plain¬ 
tiff the Court observed that “His capacity to understand 
accounts is shown by the detailed records which he kept in 
his own books and by his preparation of income tax returns 
for himself and other members of the family. These rec¬ 
ords and returns comprised detailed information of exactly 
the type requisite for proper accounting under the Federal 
tax laws. Moreover, Francis kept virtually daily contact 
with the newspaper reports of the prices of securities.” 

The plaintiff Margaret B. Nash was the sister of John 
and Francis Nash, and left her affairs entirely to them. 
Plaintiff Dennis H. Nash, Sr. was the father of the first 
three named plaintiffs, and was a day laborer. 

i 

The Court observed that “Some time during the year 
1945 John, Francis and Margaret, using securities owned 
by them as collateral, borrowed money from various com¬ 
mercial banks in order that they might be able to buy mpre 
securities. Thereafter when any of them bought a security 
through the partnership or corporation, the latter delivered 
it to the buyer or to the bank for collateral. In engaging 
in these rather complicated transactions, the members of 
the Nash family showed that they were far from unsophis¬ 
ticated in stock transactions. They sought a multiplicity 
of purchases and sales. They, being fully competent, chose 
to proceed differently from a prudent business man pos¬ 
sessed of virtues endemic to the New England community. 
Moreover, they indicated that far from being lured by some 
salesman, they were motivated not by his representation, 
but by their roseate expectations.” 

In making the preceding finding, the Court expressly in¬ 
dicated that it was “not unaware that the plaintiffs made 
the loans referred to through a note broker to whom they 
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were introduced” by the defendant salesman, but the Court 
observed “this introduction had no moral or legal signifi¬ 
cance”, for prior to meeting the plaintiff John Nash 
‘ ‘ through other intermediaries, had borrowed moneys from 
banks on securities then owned by him. Other members 
of the family were aware of these borrowings and their 
significance.” 

Upon this state of facts the Court held that there was 
“no evidence of any breach of dutv either at common law, 
or under any statute” on the part of the defendant broker- 
dealer, and accordingly, rendered judgment for the de¬ 
fendants. 

(c) Absence of reasoned conclusions and evidence to 
sustain the finding that the accounts in question 
were over-traded. 

At pages 25-31 of its brief, the Commission attempts to 
explain and justify its finding that the accounts in ques¬ 
tion were overtraded. It is submitted, however, that absent 
reasoned findings in the Commission’s decision these argu¬ 
ments are wholly immaterial. 

The authority referred to in Petitioners’ brief (pp. 
42-44) establishes conclusively that the sufficiency of an 
administrative decision must be judged by the reviewing 
court solely upon the grounds invoked by the agency and 
expressed in its decision. Nowhere in the decision in this 
case, is any reasoned basis to be found for the bald conclu¬ 
sion that the accounts under review were “investment” 
rather than “trading” accounts, and that in the light of 
the nature of the accounts thev were overtraded. 

The argument contained in the Commission’s brief does 
not withstand serious scrutiny. In substance, the Com¬ 
mission argues that customers dealing with or through 
over-the-counter broker-dealers and paying the normal com- 
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mission rates customarily imposed by such firms—and 
never criticized or condemned by the Commission or the 
N.A.S.D.—cannot reasonably engage in the trading! of 
securities with an eye to profit from appreciation in market 
value, as distinguished from investment only for ordinary 
dividends and interest, because, it is claimed, such inves¬ 
tors allegedly suffer from the disadvantage of competition 
with “professionals” (Resp. Br., 27). 

The manifold fallacies of this argument are that 

(a) The Commission erred in overstating the differ¬ 
ence between the cost to the customer dealing with 
the Johnson firm and a customer trading in listed 
securities through a member firm. 

(b) The alleged disadvantage suffered by the cus¬ 
tomer dealing with or through the over-the-counter 
broker-dealer does not differ in kind from that of any 
public investor dealing through a member firm in 
listed securities, so that the Commission’s analysis, 
carried to its logical conclusion, would condemn all 
“non-professional” trading for profit. 

(c) The customary practices and procedures of the 
over-the-counter market and the higher costs neces¬ 
sarily incurred in “negotiated” transactions hive 
been totally ignored. 

The Commission proceeds upon the premise that on all 
listed securities the firm charge a commission “4 or 5 
times as large” as the exchange commission, plus the ex¬ 
change commission, and 5% or more on over-the-counter 
securities. The evidence clearly to the contrary establishes 
that while the firm fixed a maximum commission or profit 
rate of 5%, most transactions were effected at substantially 
lower rates of commission, and on transactions on listed 
securities, it was the policy of the firm to charge no com¬ 
mission on resale (498; 522; 549 ; 694-696; 747; 74S; 9410- 
9424 ; 9428-9431; 9436-9444 ; 9449-9453; 9458-9468 ; 9473- 
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9496). It is significant that the Commission has not, and 
does not now challenge the propriety of the firm’s profits 
or commissions on individual transactions (Resp. Br., 26), 
and it must be presumed that the same were no more than 
such charges customarily imposed by other non-member 
firms engaged in similar business. 

Although the Commission (Resp. Br., 26; 28) seeks to 
draw a comparison between the firm’s charges and profits 
and “normal stock exchange commission”, no evidence was 
introduced as to the latter standard nor are petitioners pre¬ 
pared to concede that such commission is not in excess of 
approximately 1%. 

Even assuming, however, without in any way conceding, 
that on listed securities non-member firm’s charges are 3 
or 4% in excess of member rates, the Dow-Jones averages 
set forth in respondent’s brief (Resp. Br., 28) demonstrate 
that this alleged extra charge did not eliminate or substanti¬ 
ally reduce the opportunity for appreciable gain. For 1944, 
1945, 1949, 1950 and 1951, the Dow-Jones Industrial Aver¬ 
ages showed percentage increases of varying amounts from 
11% to 26%. Certainly the 4% assumed difference in com¬ 
mission rates—in part off-set by dividends and interest— 
did not obviate or substantially reduce the opportunity for 
trading profits. Moreover, the Dow-Jones averages fail 
to reflect the opportunity for substantial trading profits in 
special situations where a commission or profit charge of 
5% would be a relatively insignificant portion of the gross 
realizable gain. 

The advantages which the “professional trader” al¬ 
legedly enjoys (Resp. Br., 27), except for the “reduced 
cost per transaction”, apply with equal force to all public 
investors whether they deal with member or non-member 
firms. But it has never before been suggested by the Com¬ 
mission, or any other recognized authority, that this “ad¬ 
vantage” of the “professional” makes it unreasonable for 
the public investor to trade for profits. 


Absent the “auction” market furnished by national 
securities exchanges, transactions in unlisted securities 
required negotiation involving expense not present when 
dealing with listed securities, so that it is not generally 
economically feasible for over-the-counter brokers dealing 
in unlisted securities to work on less than a 3% gross 
“spread” or “mark-up”. Based upon a survey made of 
the matter the N.A.S.D. reported in 1943 that 47% of 
over-the-counter transactions were transacted at gross 
spread or mark-up over the current market of 3% or less 
and 71% at 5% or less (circular letter from N.A.S.D., 
N. Y. Times, Oct. 26, 1943, p. 31, col. 8). See also 59 Har¬ 
vard Law Review 1237, 1239-1240 (1946). If therefore, as 
the Commission contends, a commission rate or profit of 
more than 1% inhibits trading for profits, the over-the- 
counter market would be closed as an avenue for trading 
for profits. So revolutionary a change in this field can 

i 

hardly be effected without legislative sanction. 

i 

To sustain the charge of over-trading, the Commission, 
with particular reference to the Jones account relies upon 
a review of results of the trading. It is submitted that this 
“hindsight” treatment of the accounts is wholly imma¬ 
terial, and that the facts have not been fairly evaluated by 
the Commission. 

i 

I 

• The vice of “churning” involves a culpable state of mind 
on the part of the wrong-doer when and at the time he 
induces the victimized customer to purchase or sell securi¬ 
ties. If the salesman, in good faith, believing it to be in 
the best interest of the customer and without any selfish 
motivation, induces the customer to buy a particular se¬ 
curity, the purchase is not subject to criticism merely be¬ 
cause the salesman’s optimistic expectations fail to ma¬ 
terialize. Nor is a saleman guilty of misconduct simply 
because the increase in value of the securities he recom¬ 
mended did not equal or exceed the increase in general 
market averages. 
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No evidence was introduced tending to show that the 
accounts involved were more frequently traded than were 
similar accounts for other customers similarly situated 
( cf. Erie R. R. Co. et al. v. United States, 59 F. Supp. 748 
(S. D. Ohio, 1944)), and the salesmen Sharpe and Lewis 
convincingly disclaimed any improper purpose. The sales¬ 
man Woods w*as not even called as a witness. 

The Commission observes that Miss Jones had an aver¬ 
age investment of $32,162.23; that the investment was 
turned over 7.6 times during the period from June 2, 1949 
to May 31, 1952, and was used to acquire securities of a 
total cost of $247,001.07; that the net capital account in¬ 
crease w*as $3,224.77; that she also financed the purchase 
of securities with a bank loan of approximately $35,000.00, 
collateralized by securities held long in the account; that 
based on the rise in the Dow*-Jones averages during that 
period she should reasonably have expected to make “5 
to 10 times’’ as much as the aforementioned sum of 
$3,224.77, assuming an investment of between $37,830.80 
and $73,817.13 (Resp. Dr., 11, 29-30). In fact, how*ever, in 
arriving at the net capital account increase of $3,224.77, 
the Commission ignored dividends and interest of $16,- 
702.50 and against the net realized gain of $16,S98.99 
charged “unrealized” loss of $10,851.01—in other w*ords 
the Commission w*rote-off or ignored additional income, 
gain or profit to Miss Jones of approximately $27,000.00. 
The “unrealized” losses w*hich the Commission used in its 
computations are unrealistic and meaningless in view* of 
the fact that they reflect only temporary market values of 
the securities held in the account at the arbitrarily selected 
“cut-off” date. There w*as no effort made by the Com¬ 
mission to show* that such retained securities w*ere liqui¬ 
dated at a loss, and in fact, in most instances within a 
reasonable period after the arbitrarily selected cut-off 
date, substantially all of the retained securities appreci¬ 
ated in value to an amount substantially in excess of the 
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original cost to Miss Jones. Similar distortion is evi¬ 
denced in the Commission’s evaluation of what would be 
a reasonable return on an investment of $73,817.13, al¬ 
though admittedly Miss Jones’ average investment was 
only $32,162.23. Moreover, it is inconsistent for the Com¬ 
mission to choose the larger sum for evaluating the fair 
rate of return and the smaller sum for determining rate 
of turnover. For obviously, if Miss Jones’ investment is 
to be considered $73,000.00, it would have been turned over 
only 3 times in the almost 3 year period during which 
some $240,000.00 of securities were purchased. 

I 

It is respectfully submitted, that in view of the fore¬ 
going, by no reasonably imposed standards can this ac¬ 
count be held to have been over-traded. The unfairly 
weighted and distorted evaluation of the Jones account 
was practiced by the Commission in its brief with ; re¬ 
spect to all of the remaining accounts ( cf . Resp. Br., 6-9; 
9-11; 12-13; 13-14; 14-15). 

The decision in Norris & Hirshberg, Inc. v. Securities 
and Exchange Comm., 82 App. D. C. 32, 177 F. 2d 22S 
(C.A.D.C. 1949) is clearly distinguishable and cannot 
serve as authority in the instant case. The petitioner 
there was engaged in the over-the-counter securities busi¬ 
ness in Atlanta, Georgia, and the greater part of its 
business was devoted to transactions in local unlisted 

I 

securities primarily involving 5 local companies. The 
firm sold approximately 75% of the securities of these 
companies actually traded and dominated this market. 
Upon the facts of the case, the Court concluded that 
petitioner was 

“not only in a dominant position as to the market 
for its unlisted securities but that it was in a posi¬ 
tion to strongly influence and, in fact, control what 
securities would be bought and what sold and the 
timing and frequency of such purchases and sales 

i 

i 



as well as the amount of the mark-ups and mark- 
downs at which they would be made # * 

and that 

“it was an integral part of petitioner’s trading sys¬ 
tem to constantly whip its specialties back and forth 
in its customers’ accounts so that, within a short 
space of time, one can observe the interesting phenom¬ 
enon of the same customers selling securities to pe¬ 
titioner and then a few days later buying the same 
securities back at higher prices * * 

It is apparent that the volume of trading to which the 
Court made reference (quoted Resp. Br., 23-24) was not 
criticized in the abstract but as part of the fraudulent 
device employed by the petitioner, and involving no less 
than 50 of its customers. 

In summary, it is clear that the Commission’s deci¬ 
sion in this case fails to satisfy the statutory require¬ 
ment of reasoned conclusions to sustain the findings that 
the accounts involved were over-traded; that there was 
no substantial evidence to sustain such findings; and that 
the argument of the Commission contained in its brief 
attempting to demonstrate a basis for such findings are 
not only ineffectual, as a matter of law, to cure the de¬ 
fects inherent in the Commission’s decision, but are also 
unsound and fallacious in principle. 

(d) The firm and Johnson were improperly held to be 
guilty of wilful violations. 

The Commission’s argument (Resp. Br., 33-40) to sus¬ 
tain its decision and finding that the firm wilfully violated 
applicable law and regulations and that Johnson was a 
“cause” of such violation is not clearly discernible in that 
it is first argued that independently of any dereliction on 
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the part of the firm and Johnson they “must shoulder 
responsibility for the conduct of their salesmen’’ (ReSp. 
Br., 35). Next, the Commission asserts that Johnson and 
the firm were both guilty of wrongdoing by recklessly fail¬ 
ing to provide adequate supervision (Resp. Br., 35, 39-40). 

That the first of these contentions cannot sustain the 
decision and order is obvious from the fact that the action 
of the Commission was predicated upon the second asser¬ 
tion and must stand or fall on that premise (Pet. Br., 53-54). 
As a matter of statutory construction, wrongdoing on the 
part of salesmen without culpability on the part of the 
broker-dealer or its principals cannot serve as the basis for 
the revocation of the broker-dealer registration (Securities 
Regulations, 1951 Ed., Louis Loss, p. 738), and the Com¬ 
mission has consistently followed such interpretation 
(Resp. Br., 35). j 

The Commission has failed to meet the charge that on 
the record as a whole there is no substantial evidence to 
sustain the finding of wilful wrongdoing on the part of the 
firm or Johnson. The Commission in part relies upon the 
prior N.A.S.D. proceeding involving the Eaves account ahd 
the decision of the Court of Appeals for the Second Cir¬ 
cuit arising out of that matter (Resp. Br., 33-34, 40). That 
these prior proceedings cannot properly serve the purpose 
intended by the Commission is apparent from a considera¬ 
tion of the issues there involved. The Commission decision 
in that proceeding and the affirmance by the Court Of 
Appeals serve only to establish that the firm was guilty 
of the charge of violating the specified rules of the N.A.S.D. 
and that Johnson was a “cause” of such violation. “Wil¬ 
fulness” was not a necessary element of the offense. There 
was no issue presented or finding made that the firm “wil¬ 
fully” violated the statutory provisions or Commission 
rules upon which this proceeding is based, or that John¬ 
son was a “cause” of any such wilful misconduct. The 
present proceeding covers in large part a later period of 
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time than that with which the earlier proceeding was 
concerned. 

In our brief (Pet. Br., 4-12), we have reviewed the extra¬ 
ordinary efforts of the firm and Johnson to guard against 
improper conduct by any of the firm’s partners, agents or 
employees. This convincingly belies any charge that the 
firm or Johnson “wilfully” or “recklessly” disregarded 
their obligations to the public. These facts and circum¬ 
stances will not be here restated except where necessary 
to meet or explain Commission record references (Resp. 
Br., 35-40). 

The Commission contends that there is a substantial evi¬ 
dentiary showing that prior to 1951 neither Johnson or the 
firm issued any instructions to check for excessive trading 
(Resp. Br., 37, 40); that Freeman, Boardman and Noble 
were not apprised of their responsibility as partners or 
branch managers of the firm to check for overtrading in 
Boston Office accounts; that no sufficient records were 
maintained in the Boston Office to permit responsible per¬ 
sons to check for overtrading; and that Johnson refused 
to provide necessary personnel to maintain the required 
records (Resp. Br., 36-37); and that there was a lack of 
adequate supervision in the New York Office to guard 
against overtrading (Resp. Br., 38-40). 

The record references do not support the contention that 
the firm and Johnson made inadequate provision for re¬ 
sponsible supervision against overtrading. Freeman and 
Boardman admitted that at all times while they were with 
the Johnson firm they understood that it was their re¬ 
sponsibility to check overtrading in the Boston Office 
(1426, 1444-1446, 1502), and to “oversee” everything and 
insure that the business was conducted in a “proper” 
manner (1520); that they caused the Boston Office’s pro¬ 
cedures to be set up in such a manner as to be able to 
carry out this responsibility (1503); and that they, in fact, 


personally discharged the responsibility imposed upon 
them (1423), and instructed their subordinates to guard 
against overtrading or other improper conduct (505, 1431, 
1508), and cautioned salesmen against churning accounts 
(1452-1453). On one occasion they brought to Johnson fs 
attention their suspicions that a salesman was guilty of 
this vice; he was immediately discharged by Johnson 
(1501). Although Freeman, in an obvious attempt to 
clear himself of all responsibility in the matter, testified 
that the customer holding cards (Ex. 113) were not kept 
up to date, Boardman frankly admitted that it was the 
policy of the firm to maintain these cards on a current 
basis (1484), and Freeman and Boardman both admitted 
that they never made any complaint to Johnson or the 
other members of the firm that the records of the firm 
maintained in the Boston Office were inadequate to enable 
them to protect against overtrading (1437, 1455, 1466, 
1521). Boardman and Freeman were furnished daily with 
trading tickets, teletype reports, confirmations and the 
daily trading blotters reflecting each transaction emanat¬ 
ing from the Boston Office. Independently of the customer’s 
holding card, these furnished information for insuring 
against “churning.” Whenever it was so requested, the 
New York Office promptly furnished them with transcripts 
of any account (1435), and commencing in or about 1946 
cage cards (Ex. 114) were maintained which could have 
been used for this purpose of guarding against overtrad¬ 
ing. The personnel immediately responsible for maintaining 
the customer holding cards and cage cards on a daily basis 
testified convincingly that these cards were diligently 
posted and kept current (566, 579-581, 598, 604, 640, 644, 
661, 679, 702, 815, 1932). Noble admitted that before 
Johnson employed him as Boston branch office manager, 
Johnson made inquiry and received assurances that he 
was fully familiar with N.A.S.D. rules and applicable law 
and Commission regulations and made him well aware 
that it was his responsibility in the first instance to guard 



against overtrading or other improprieties (1901-1907, 
1971, 19S2-1987), and the Commission’s hearing examiner 
expressly observed that subsequent to the adoption by the 
firm of a “Code of Operations” on February 6, 1951 “a 
turn for the better was slowly beginning to take effect in 
the conduct of registrant’s business”—a finding which the 
Commission has chosen to disregard. It is therefore re¬ 
spectfully submitted that considering the evidence as a 
whole there is no evidence to sustain the finding that John¬ 
son or the firm were guilty of any wilful dereliction. 

(e) The Commission’s determination that revocation 
was in the public interest cannot be sustained. 

To support its determination that revocation of the 
firm’s broker-dealer registration is in the public interest, 
the Commission’s decision referred to the fact that 
“registrant was expelled from membership in the N.A.S.D. 
for inducing trading in the E. (Eaves) account”, and re¬ 
cited that “in our opinion sustaining the expulsion we 
cited previous sanctions imposed on registrant by the 
N.A.S.D. and the New York Stock Exchange” (10442). 

It appears now that the Commission had reference to 
sanctions allegedly imposed against the firm in 1939, 1940, 
1946 and 1948, respectively (Resp. Br., 41-42). The Com¬ 
mission frankly admits that these findings and observa¬ 
tions were made “on the basis of a record containing no 
material on prior disciplinary action”, and attempts to 
justify its action by reliance upon (a) its privilege to 
take official notice of material facts as provided for in 
Section 7(d) of the Administrative Procedure Act (Resp. 
Br., 43) and (b) the doctrine of res judicata (Resp. Br., 
43). 

Petitioners of course concede that within the area con¬ 
templated by Section 7(d) of the Administrative Pro¬ 
cedure Act, the Commission may take official notice of 
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material facts, providing that the parties affected are 
afforded the opportunity to meet, explain, or refute the 
facts noticed. It is submitted, however, that the Coin¬ 
mission’s power to take official notice of material facts 
was not properly exercised in the instant case. 

The mere fact that the firm was previously disciplined 
by the N.A.S.D. because of transaction in the Eaves ac¬ 
count—included in the charges in the current proceed¬ 
ing—of course adds nothing to this case. The fact that 
petitioners may be twice punished for a single wrong does 
not add to the magnitude of the wrong. 

Standing alone, the fact that the firm was disciplined 
by the Stock Exchange more than fifteen years ago or by 
the N.A.S.D. in 1946 and 1948, would be insufficient basis 
for the material finding and conclusion that at the present 
time revocation is in the public interest. If, therefore, 
the Commission’s reference to these earlier proceedings 
is to be deemed anything more than a meaningless gesture, 
it must be assumed that the Commission took cognizance 
and official notice of the nature and character of the wrong¬ 
doing which was the occasion for such prior disciplinary 
action by the N.A.S.D. and the New York Stock Exchange, 
and determined that they were of such nature and char¬ 
acter as to reflect the necessity at this time for revocation 
in the public interest. 1 

The Commission had no part in the earlier events to 
which it made reference; it was never fully or adequately 
apprised of the nature or character of the transactions 
there involved; nor is such matter ascertainable from of¬ 
ficial records of the Commission. 

In such circumstances it is submitted that the Commis¬ 
sion improperly took official notice of facts outside the 
area contemplated by Section 7(d) of the Administrative 
Procedure Act. 


1 Cf. Resp. Br., 43-44. 
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See: 

Ohio Bell Tel. Co. v. Public Utilities Comm, of 
Ohio, 301 U. S. 292 (1937); 

United States ex rel. Ott et al. v. Shaughnessy, 
116 F. Supp. 745 (S.D.N.Y., 1953). 

The impropriety of the Commission’s action is further 
emphasized by the fact that on the state of the record 
this Court has no way of accurately knowing or evaluat¬ 
ing the facts which the Commission officially “noticed” 
and relied upon so heavily. See: Ohio Bell Tel. Co. v. 
Public Utilities Comm, of Ohio, supra; United States et 
al. v. B. & 0. Southwestern Ry. et al ., 226 U. S. 14 (1912); 
Norris & Hirshberg, Inc. v. Securities and Exchange 
Comm., 85 App. D. C. 268,163 F. 2d 689 (C. A. D. C., 1947). 

In any event, elemental principles of law and the ex¬ 
press provisions of the Administrative Procedure Act 
required the Commission to accord petitioners a “fair 
hearing” and reasonable opportunity to meet, explain and 
rebut the facts officially noticed. United States et al. v. 
Abilene & So. Ry. Co „ et al., 265 U. S. 274 (1924); 60 Har¬ 
vard Law Review 620. 

There is no doubt that petitioners have been deprived 
of this substantial right. They had no notice that the 
Commission intended officially to notice these material 
facts until the Commission’s final decision and order were 
rendered providing for immediate revocation of the firm’s 
broker-dealer registration. At that point the firm had no 
alternative, unless a stay of the order were granted, but 
to terminate its business activities and thereby sustain 
irrevocable and irremediable loss. Although petitioners 
applied to the Commission for a temporary stay of the 
order so that appropriate further proceedings might be 
taken, the Commission granted such application only on 
condition that petitioners immediately apply to this Court 
for review. The filing of such a petition has the effect 
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of vesting exclusive jurisdiction of the matter in this 
Court. (See Section 25(a) of the Act.) Obviously, there¬ 
fore, Rule XII(e), to which the Commission refers (Resp. 
Br., 43) did not realistically afford petitioners the oppor¬ 
tunity to meet, refute or explain the offending matter, i 

On the other hand, under the provisions of Section 25 
of the Act, in the petition in this case, by way of request 
for alternative relief, petitioners have prayed that this 
Court refer the matter back to the Commission for the 
taking of further evidence on the issue of public interest. 
Such a hearing would permit petitioners to establish that 
the matters involved in the earlier disciplinary proceed¬ 
ings were not occasioned by any wilful wrongdoing, do 
not tend to demonstrate that revocation at this time is in 
the public interest, and indeed, were so remote from the 
events now under review as to be entitled to no weight in 
the determination of the public interest issue in this case; 
and that remedial measures were promptly taken by peti¬ 
tioners to avoid the recurrence of the transactions in¬ 
volved in such prior proceedings, or any other improper 
conduct. 

The Commission is not materially aided by its invoca¬ 
tion of the principle of res judicata. The prior N.A.S.D. 
proceeding, concerning the Eaves account, did not involve 
the question of “public interest”, and revocation of the 
firm’s membership in the N.A.S.D. was not conditioned on 
any such showing. The N.A.S.D., rather than the Securi¬ 
ties and Exchange Commission, was the prosecuting party 
in that proceeding. There is no suggestion made by the 
Commission that had the N.A.S.D. record been deemed in¬ 
sufficient to justify disciplinary action against the firm, 
the Commission would have felt itself bound by a deter¬ 
mination of the N.A.S.D. in favor of the firm or Johnson. 
Lacking identity of parties, issues, or mutuality of estop¬ 
pel, the principle of res judicata cannot be invoked sue- 
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cessfully by the Commission, even as to matters tried and 
determined in the prior proceeding. 

In the prior case no substantial evidence was introduced 
nor was any determination made as to the nature or char¬ 
acter of the transactions leading to the earlier disciplinary 
action, and no evidence at all was adduced as to the firm’s 
efforts to supervise or police its operations subsequent to 
early Spring, 1951. Therefore, the earlier determination 
could at best serve only to establish the meaningless fact 
that on some occasion in the distant past the N.A.S.D. and 
the New r York .Stock Exchange disciplined the firm, and 
cannot be held res judicata on the issue of public interest 
as of the time the Commission rendered its decision in 
the instant case. 

Petitioners have heretofore demonstrated that the Com¬ 
mission’s conclusion as to the necessity for revocation 
of the firm’s broker-dealer registration is not based on any 
substantial evidence, and is not supported by any reasoned 
conclusions; that the Commission in this respect ignored 
substantial record evidence and recommendations of the 
Hearing Examiner tending to show’ affirmatively that revo¬ 
cation w’ould not serve the public interest (Pet. Br., 57-61). 

The Commission has w’holly failed to answ’er such 
charges (Resp. Br., 43-46). No evidence is or can be re¬ 
ferred to w’hich w’ould tend to support the Commission’s 
conclusion that the 1951 “Code” did not represent a con¬ 
scientious effort by the firm to protect against overtrading 
and all other improper conduct. Nor does the Commis¬ 
sion’s ultimate responsibility for determining facts (Resp. 
Br., 45) justify its failure to give due w’eight to the Hear¬ 
ing Examiner’s express finding that with the adoption of 
the Code in 1951 “a turn for the better was slowly begin¬ 
ning to take place in the conduct of registrant’s business.” 
(Cf. Universal Camera Cory . v. National Labor Relations 
Board, 340 U. S. 474, 492-497 (1951)). 


In the face of the positive record evidence adduced in 
this proceeding that the 1951 Code was, after its adoption, 
vigorously enforced, with salutary results, 1 the Commis¬ 
sion’s 1952 determination that the Code “did not represent 
a conscientious effort to provide proper supervision”, has 
no real probative value, particularly since the taking of 
evidence in the earlier case ended almost immediately after 
the adoption of the “Code”. 

Although petitioners concede that the imposition of 
remedy in proper circumstances involves administrative 
discretion (Resp. Br., 46), it is clear that as a matter of 
law, under Section 15 of the Act, the exercise of such dis¬ 
cretion must be based upon substantial evidence supported 
by reasoned findings that this drastic remedy is required 
in the public interest (Pet. Br., Point IV). 

The vice complained of and clearly apparent is that the 
bald and unreasoned conclusion of the Commission that 
revocation of the firm’s broker-dealer registration would 
serve the public interest, finds no support in the evidence, 

1 The following table demonstrates that the activity in the 
Jones, Vitagliano, Bourne, and McLaughlin accounts—which were 
the only accounts under review continuing with the firm subsequent 
to the adoption of the Code—exhibited far less activity than prior 
to that event. : 


Rate of Turn-Over 


None of Account 

1949 

1950 

1951 

1952 

Jones . 

, .. 4.6 a 

4.4 

0.9 

0.1 b 

Vitagliano . 

> • • • • 

8.4 

2.8 

0.5 

Bourne .. 

. . . 1.5 C 

7.2 

none 

0.9 

McLaughlin ... 

... l.l d 

3.0 

0.1° 

• . 


a Seven calendar months. 
b Five calendar months. 
c Six calendar months. 
d Two calendar months. 

* Less than one calendar month. 






30 


and is therefore invalid as a matter of law. There can be 
no question that this Court has power to correct such abuse 
(Pet Br., 59). 


Respectfully submitted, 

James R. Browning, Esq., 

Perlman, Lyons & Browning, Esqs., 
1021 Tower Building, 

14th and K Streets, N. W., 
Washington 5, D. C., 

Gallop, Climenko & Gould, Esqs., 

30 Broad Street, 

New York 4, N. Y. 

Counsel for Plaintiffs. 

Of Counsel: 

Milton S. Gould, 

Alvin M. Stein. 
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Appendix 

1. Section 15A(a) of the Securities Exchange Act of 
1934: I 

(a) Any association of brokers or dealers may be 
registered with the Commission as a national securi¬ 
ties association pursuant to subsection (b) of this 
section, or as an affiliated securities association pur¬ 
suant to subsection (d) of this section, under the terms 
and conditions hereinafter provided in this section, by 
tiling with the Commission a registration statement in 
such form as the Commission may prescribe, setting 
forth the information, and accompanied by the docu¬ 
ments, below specified: 

(1) Such data as to its organization, membership, 
and rules of procedure, and such other information 
as the Commission may by rules and regulations 
require as necessary or appropriate in the public 
interest or for the protection of investors; and 

(2) Copies of its constitution, charter, or articles 
of incorporation or association, with all amendments 
thereto, and of its existing bylaws, and of any rules 
or instruments corresponding to the foregoing, 
whatever the name, hereinafter in this chapter 
collectively referred to as the “rules of the associa¬ 
tion.’’ 

Such registration shall not be construed as a waiver 
by such association or any member thereof of any 
constitutional right or of any right to contest the 
validity of any rule or regulation of the Commission 
under this chapter. 

(Act of June 6, 1934, c. 404, Sec. 15A, added June 
25,1938, c. 677, Sec. 1, 52 Stat. 1070, U. S. C. A., Title 
15, Sec. 78o-3). j 


2. Section 15A(g) of the Securities Exchange Act of 
1934: 

I 

(g) If any registered securities association (whether 
national or affiliated) shall take any disciplinary action 
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against any member thereof, or shall deny admission 
to any broker or dealer seeking membership therein, 
such action shall be subject to review by the Commis¬ 
sion, on its own motion, or upon application by any 
person aggrieved thereby filed within sixty days after 
such action has been taken or within such longer 
period as the Commission may determine. Application 
to the Commission for review, or the institution of 
review by the Commission on its own motion, shall 
operate as a stay of such action until an order is 
issued upon such review pursuant to subsection (h) 
of this section. 

(Act of June 6, 1934, c. 404, Sec. 15A, added June 
25, 193$, c. 677, Sec. 1, 52 Stat. 1070, IT. S. C. A. Title 
15, Sec. 78o-3). 

3. Section 15A(h) of the- Securities Exchange Act of 
1934: 

(h) (1) In a proceeding to review disciplinary action 
taken by a registered securities association against a 
member thereof, if the Commission, after appropriate 
notice and opportunity for hearing, upon consideration 
of the record before the association and such other 
evidence as it may deem relevant, shall (A) find that 
such member has engaged in such acts or practices, or 
has omitted such act, as the association has found him 
to have engaged in or omitted, and (B) shall deter¬ 
mine that such acts or practices, or omission to act, 
are in violation of such rules of the association as have 
been designated in the determination of the associa¬ 
tion, the Commission shall by order dismiss the 
proceeding, unless it appears to the Commission that 
such action should be modified in accordance with 
paragraph (2) of this subsection. The Commission 
shall likewise determine whether the acts or practices 
prohibited, or the omission of any act required, by 
any such rule constitute conduct inconsistent with 
just and equitable principles of trade, and shall so 
declare. If it appears to the Commission that the 
evidence does not warrant the finding required in 
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clause (A) of this paragraph, or if the Commission 
shall determine that such acts or practices as are 
found to have been engaged in are not prohibited by 
the designated rule or rules of the association, or that 
such act as is found to have been omitted is not rer 
quired by such designated rule or rules, the Commis¬ 
sion shall by order set aside the action of the asso¬ 
ciation. 

i 

(2) If, after appropriate notice and opportunity 
for hearing, the Commission finds that any penalty 
imposed upon a member is excessive or oppressive, 
having due regard to the public interest, the Commis^- 
sion shall by order cancel, reduce, or require the re¬ 
mission of such penalty. 

i 

(3) In any proceeding to review the denial of mem¬ 
bership in a registered securities association, if the 
Commission, after appropriate notice and hearing, and 
upon consideration of the record before the association 
and such other evidence as it may deem relevant, shall 
determine that the specific grounds on which sucfi 
denial is based exist in fact and are valid under this 
section, the Commission shall by order dismiss the 
proceeding; otherwise, the Commission shall by order 
set aside the action of the association and require it 
to admit the applicant broker or dealer to membership 
therein. 

(Act of June 6, 1934, c. 404, Sec. 15A, added June 
25, 1938, c. 677, Sec. 1, 52 Stat. 1070, U. S. C. A. Title 
15, Sec. 78o-3). 


! 
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